


ME FIFTEEN NUMBER TWO 


TAX 
LAW 





REVIEW 


JANUARY, 1960 





NEW YORK UNIVERSITY SCHOOL OF LAW 














TAX LAW REVIEW 








VOLUME 15 JANUARY 1960 


NUMBER 2 





CONTENTS 


SEecTION 269 oF THE 1954 CopeE—Its PRESENT 
AND PROSPECTIVE FUNCTION IN THE Com- 


MARSTONAE S SRBOMICAT) «5 4c. 05. docks. c:0:dleweice cae cic 


PENDING LEGISLATIVE CHANGES IN THE TAXA- 
TION OF SHORT-TERM AND CONTROLLED 


AM ic NS sad Shes 0 shui'nd as ae Beweais see 


THE UNITED States Court oF CLAIMS AS A 
Forum ror Tax Cases (SECOND INSTALL- 


L. N. Kirkpatrick 


....Frank 8S. Berall 


RAMONE i oa, 0hs 0h nottsa oben a ome eae -Edmund W. Pavenstedt 


ConFuicts BETWEEN STATE PARTNERSHIP 
LAWS AND THE INTERNAL REVENUE CODE 


(SECOND INSTALLMENT) ........cccecseeee 


An APPROACH TO THE SIMPLIFICATION AND 
STANDARDIZATION OF THE CONCEPTS ‘‘THE 
Famiuy,’’ ‘‘ RELATED Parttss,’’ ‘‘ CoNTROL,”’ 


AND ‘‘ ATTRIBUTION OF OWNERSHIP’’..........- 


... John M. Sullivan 


...- Thomas J. Reilly 


137 


167 


201 


229 


253 





Second class postage paid at Albany, N. Y. Published bi-monthly, November to May. 
Office of Publication, 255 Orange Street, Albany 6, N. Y. Executive and Editorial 
Office, New York University School of Law at 40 Washington Square South, New York 


3, N. Y. Subscription price $7.50 per year, single issue $2.50. 


Copyright 1960, by New York University School of Law 


we. 


LIBRARY 
UNIVERSITY OF UTAH 














Section 269 of the 1954 Code—Its Present 
and Prospective Function in the 
Commuissioner’s Arsenal 
L. N. KIRKPATRICK 


N ot so long ago, many tax practitioners and perhaps some mem- 
bers of the Congressional committees responsible for drafting tax 
legislation considered section 269 of the Internal Revenue Code of 
1954 to be a dead duck. Indeed, its predecessor had been substantially 
debilitated by the courts—the product of several decisions, involving 
in some cases the fact-question whether an acquisition was motivated 
‘*principally’’ by a tax-avoidance objective, and in others the con- 
structional problem whether the sanction imposed by section 269, 
namely, the disallowance of a deduction, credit, or other allowance, 
could be invoked against an acquired corporation as well as against 
the person acquiring control. But in recent years we have witnessed 
a surprising revivification of the potential of section 269. 

In some ways this belated efficacy might be deemed undesirable. 
In the 1954 Code, three new statutory provisions, designed in part 
to mitigate the despoliation of the former version of section 269, 
were first enacted.’ Now, with the advent of cases such as Coastal 
Oil Storage Co. v. Commissioner,? American Pipe & Steel Corp.,’ 
Elko Realty Co.,* Mill Ridge Coal Co. v. Patterson,’ and James 
Realty Co. v. United States,’ it seems likely that the impact of section 
269 upon some of the related statutory provisions may produce ex- 
cessive confusion and uncertainty. 

At the outset, an examination of the statute in a more or less me- 
chanical way may prove helpful. Then will come an analysis of the 


L. N. Kirkpatrick (A.B., LL.B., University of Oklahoma) is a member of the New York 
and Oklahoma Bars and is associated with Goldman, Sachs & Co., New York City. 

1 T.R.C. §§ 269(¢), 334(b) (2), and 382 (1954). 

2242 F.2d 396 (4th Cir. 1957), affirming in part and reversing in part 25 T.C. 1304 
(1956). 

325 T.C. 351 (1955), aff’d, 243 F.2d 125 (9th Cir. 1957), cert. denied, 355 U.S. 906 
(1957). 

429 T.C. 1012 (1958), aff’d per curiam, 260 F.2d 949 (3d Cir. 1958). 

5 264 F.2d 713 (5th Cir. 1959), cert. denied, 28 U.S.L. WEEK 3109 (Oct. 13, 1959). 

6 59-2 U.S.T.C. J 9660 (D. Minn. 1959). 
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function of section 269 and of its 1939 Code counterpart with respect 
to the three types of tax-avoidance devices which prompted its enact- 
ment. 

Section 269 becomes applicable upon the concurrence of two condi- 
tions: (1) an acquisition, either of corporate control or of corporate 
assets where certain circumstances exist (objective test), with (2) 
the principal purpose of tax-avoidance (subjective test). 

The objective test is met whenever’ any person or persons ® ac- 
quires control of a corporation, whether such acquisition is effected 
directly or indirectly.® Hereafter, this type of acquisition will be re- 
ferred to as a ‘‘control acquisition.’’ For the purpose of determining 
whether any person or persons have acquired ‘‘control,’’ the acquisi- 
tion of 50 per cent or more of the total voting power of all classes of 
voting stock or, in the alternative, of shares having 50 per cent or 
more of the aggregate value of all outstanding shares is sufficient. 
Such acquisition need not be accomplished in one step. Thus, if a 
shareholder owning 40 per cent of the stock of a corporation acquires 
an additional ten per cent of such stock, he has acquired control.”® It 
is apparently immaterial whether such acquisition is accomplished 
by way of a taxable or a tax-free transaction. 

The objective test may also be met by a corporate acquisition of 
property from another corporation.’ This provision applies only if 
(1) the transferor was not controlled prior to such acquisition by the 
acquiring corporation or its stockholders, and (2) the basis of the 
property in the hands of the acquiring corporation is determined in 
whole or in part by reference to the transferor’s basis.” 

This type of acquisition (hereafter referred to as an ‘‘asset acqui- 
sition’’) will most commonly exist in consequence of a reorganiza- 
tion.** Asset acquisitions, as is true of control acquisitions, may be 

7 The statute applies only to acquisitions occurring on or after Oct. 8, 1940. I.R.C. § 269 
(2) (1954). 

8 The term ‘‘person’’ comprehends corporations, trusts, estates, and partnerships as 
well as individuals, I.R.C. § 7701(a) (1) (1954); Reg. 118, See. 39.129-1(e). 

9 LLR.C. § 269(a) (1) and (2) (1954). To date there have been no decisions discussing the 
meaning of the term ‘‘indirectly.’’ Although the opinion in Alpha Tank and Sheet Metal 
Mfg. Co. v. United States, 116 F.Supp. 721 (Ct.Cl. 1953), did not so state, the case may have 
turned in part on an application of this term. This provision may well apply, for example, 
where a person acquires 40 per cent of the stock of a corporation, and this is followed by the 
redemption of the remaining 60 per cent of the outstanding shares. 

10 Reg. 118, See. 39.129-1(d). 

11 LR.C. § 269(a) (2) (1954). 

12 L.R.C. § 269(a) (2) (1954). 

13 T.R.C, § 362(b) (1954). An asset acquisition resulting from the tax-free liquidation 
of a subsidiary under section 332 (1954) would meet the requirement of a transferred basis, 


provided section 334(b) (2) (1954) was inapplicable, but would be an acquisition from a 
corporation controlled by the acquiring corporation. An asset acquisition resulting from the 
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made either directly or indirectly. For example, the reorganization 
provisions permit an acquisition of assets in a C-type reorganiza- 
tion ** to be followed by the transfer of all or part of such assets to a 
subsidiary.” This would probably be deemed an indirect acquisition 
by the subsidiary through its parent so that the disallowance provi- 
sion of the statute could be invoked against either the subsidiary or 
the parent. 

Once it is determined that an ‘‘acquisition’’ has been effected, it 
becomes necessary to determine the objectives sought to be achieved 
thereby. At this point there takes place a judicial weighing of the 
various motivation factors in order to determine which of them is the 
principal objective. In order to come within the ambit of section 269, 
it must be found that the principal purpose ** is that of avoiding fed- 
eral income tax by securing a tax benefit which the person or corpora- 
tion making the acquisition would not otherwise enjoy. 

Here the exact statutory language is of extreme importance. In 
pertinent part, it provides that the ‘‘principal purpose . . . [must 
have been] avoidance .. . by securing the benefit of a deduction, 
credit, or other allowance which such [acquiring] person or corpora- 
tion would not otherwise enjoy. ...’’ 77 It should be emphasized that 
the words ‘‘the benefit of,’’ not the phrase ‘‘a deduction, credit, or 
other allowance,’’ were employed as the direct object of the word 
‘‘securing.’’ At first glance, this might seem to involve merely the 
use of redundant phraseology, but such a conclusion offends the rule 
of statutory construction that each word in a statute must, whenever 


organization by a corporation of a subsidiary or the transfer of assets to a previously exist- 
ing subsidiary pursuant to section 351 (1954) would result in a transferred basis under sec- 
tion 362(a) (1954), and the parent would not be a corporation controlled by the acquiring 
subsidiary. However, it might be contended that, by virtue of the application of the statu- 
tory term ‘‘indirectly,’’ the shareholders in control of the parent are likewise in control of 
the subsidiary, in which ease the statute is by its very terms inapplicable. This possible con- 
tention was not discussed in Coastal Oil Storage Co. v. Comm’r, supra note 2, which held 
that the statutory tests prerequisite to the application of what is now paragraph (2) of sec- 
tion 269(a) had been met. Similarly, an asset acquisition resulting from a section 351 
(1954) transaction between two previously existing, and theretofore unrelated, corpora- 
tions would literally fall within section 269(a) (2). In any event, the point is largely aca- 
demic, since such a transfer would clearly fall within paragraph (1) of section 269(a), 
and it now appears that paragraph (1) may be invoked against the acquired corporation. 
Coastal Oil Storage Co. v. Comm’r, supra note 2. 

14 T.R.C. § 368(a) (1) (C) (1954). 

15 I.R.C. § 368(a) (2) (C) (1954). 

16 The Senate Finance Committee Report stated: ‘‘ The House bill made section 129 [1939 
Code] operative if one of the principal purposes was tax avoidance. Your committee believes 
that the section should be operative only if the evasion or avoidance purpose outranks or ex- 
ceeds in importance, any other one purpose.’’ 8, Rep. No. 627, 78th Cong., 1st Sess. 59 
(1943). 

17 T.R.C. § 269(a) (1954). 
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possible, be construed as meaningful. In point of fact, the words ‘‘the 
benefit of’’ are essential to the efficacy of the statute in cases where 
it is sought to be invoked to disallow a deduction in the hands of an 
‘‘acquired’’ corporation. That this point has been too often over- 
looked will shortly become apparent. 

Where both the subjective and the objective tests have been met, 
the consequence is the disallowance of the ‘‘deduction, credit, or 
other allowance,’’ the securing of which prompted the acquisition."* 
The statute does not expressly provide whether such disallowance 
is operative solely against the person making the acquisition or 
whether it is operative against the acquired corporation as well. 
Clearly, unless the disallowance may be invoked against both the ac- 
quiring person and the acquired corporation, the force of the statute 
is to a large degree nugatory. 

Congress recognized that ‘‘any attempt to encompass tax evasion 
and avoidance problems by a specific description of the tax avoidance 
schemes will catch within its net both intended transactions and 
those not intended. ...’’ '® Therefore, subsection (b) provides that 
the Secretary or his delegate may allow in part any deduction, 
credit, or allowance which under subsection (a) would be disallowed 
entirely. Such partial allowance is permitted if and to the extent 
there is a determination that it will not result in evasion or avoidance 
of federal income tax. 

Similarly, under paragraph (2) of subsection (b), the Secretary 
or his delegate may distribute, apportion, or allocate gross income 
and/or the deductions, credits, or allowances, the benefit of which 
was sought to be secured. Such allocation is permitted to be made 
between or among the corporations, or properties, or parts thereof, 
involved in the transaction.” After making such distribution, appor- 
tionment, or allocation, the deductions, credits, or allowances so 
allocated may be allowed in whole or in part so long as no avoidance 
or evasion of federal income tax results therefrom.” 

The phrase ‘‘between or among the corporations, or properties, 
or parts thereof’’ ** seems to indicate that the power to apportion is 
to be exercised primarily in respect of corporate acquisitions of 
property made under paragraph (2) of subsection (a). Since the 
object of the ‘‘ between or among’’ phrase embraces corporations but 
not persons, the apportionment power does not seem broad enough 


18 T.R.C. § 269(a) (1954). 

19 §. Rep. No. 627, 78th Cong., 1st Sess. 60 (1943). 
20 I.R.C, § 269(b) (2) (1954). 

21 T.R.C. § 269(b) (3) (1954). 

22 I.R.C. § 269(b) (2) (1954). 
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to be applied to a control acquisition by individuals. However, the 
‘between or among’’ phrase would properly cover corporate acqui- 
sitions of control of a subsidiary. In general, it is surmised that the 
intended function of paragraph (2) of subsection (b) was conceived 
to be one analogous to that presently being fulfilled by section 482 
of the 1954 Code. 

Subsection (c), which was first enacted in the 1954 Code, deals with 
the subjective test. It provides that where the consideration paid in 
connection with either of the two types of acquisition is substantially 
disproportionate to (1) the adjusted basis of the acquired prop- 
erty,” plus (2) the tax benefits attributable to such items as loss 
carryovers (but excluding such benefits as may be attributable to the 
adjusted basis of the property taken into account in (1)) not avail- 
able to the acquiring person or corporation except as a result of such 
acquisition, this shall constitute prima facie evidence that the ‘‘ prin- 
cipal purpose’’ was evasion or avoidance. 

Several problems arise with respect to subsection (¢c) when an 
attempt is made to move from the general to the specific. In partic- 
ular, how does one calculate the consideration paid in cases where 
the acquisition is made by virtue of a tax-free exchange? Presum- 
ably, in the case of an acquisition of corporate control, such caleula- 
tion would be based on the value of the property given up by the 
person or persons acquiring control, and in the case of corporate 
acquisitions of property from another corporation, on the value of 
the shares or securities exchanged plus the value of any additional 
consideration paid. 

But suppose the acquisition of corporate control is effected as a 
result of (1) a redemption of shares previously owned by the major- 
ity shareholders pursuant to section 302(a) ; (2) a partial liquida- 
tion pursuant to section 346(b), involving a distribution which is not 
pro rata ** with respect to all shareholders and a concomitant shift 
of control from the majority to the former minority shareholders; 
(3) a spin-off or a split-off effected by an exchange of a majority of 
the shares of the distributing corporation for all of the shares of the 
controlled corporation pursuant to section 355; * or (4) a recapital- 


23 In the case of acquisitions of corporate control, there is taken into account the adjusted 
basis of all property in the hands of the corporation, but only to the extent attributable to 
the proportion of stock acquired by the person or persons effecting such acquisition. 

24 The distribution need not be pro rata with respect to all shareholders to qualify under 
subsection (b). I.R.C. § 346(b) (1954). 

25 The distribution under section 355 need not be pro rata with respect to all sharehold- 
ers; similarly, it is immaterial whether or not a distributee-shareholder surrenders stock in 
the distributing corporation. I.R.C. § 355(a) (2) (A) and (B) (1954). 
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ization under section 368(a)(1)(E) involving conversion of shares 
constituting a majority of the voting common stock into non-voting 
preferred stock and securities. 

All of the foregoing transactions involve an acquisition of control 
of a corporation as defined in section 269, but, except in the case of 
the split-off, the acquisition is accomplished without a technical 
exchange of property by the shareholders acquiring such control. 
Even in the case of the split-off, the former minority shareholders 
of the distributing corporation acquire control thereof but do not 
give up property in exchange. In all the above transactions, except 
the spin-off, the former minority shareholders (in terms of voting 
power) become the majority; in the spin-off transaction the share- 
holders of the distributing corporation acquire control of the corpo- 
ration which is spun-off. It seems very improbable that subsection 
(c) could apply to such acquisitions.” 

Calculation of the adjusted basis of the property specified in sec- 


26 But in connection with the transactions enumerated at (1) and (2), compare Louis H. 
Zipp, 28 T.C. 314 (1957), aff’d per curiam, 259 F.2d 119 (6th Cir. 1958), cert. denied, 359 
U.S. 934 (1959) ; Holsey v. Comm’r, 258 F.2d 865 (3d Cir. 1958) ; Wall v. United States, 
164 F.2d 462 (4th Cir. 1947) ; and Ray Edenfield, 19 T.C. 13 (1952). In Holsey and Eden- 
field, a redemption distribution, which was part of a transaction designed to shift owner- 
ship of the corporation to shareholders whose shares were not redeemed, was sought to be 
treated by the Commissioner as a dividend to such non-redeeming shareholders. The Com- 
missioner’s theory was that the distribution was in reality in payment of obligations in- 
curred by the shareholders whose shares were not redeemed to purchase the stock of the 
shareholder whose interest in the corporation was terminated by the redemption. The Com- 
missioner lost in both cases, and it has been announced that ‘‘it [Internal Revenue Service] 
will not treat the purchase by a corporation of one shareholder’s stock as a dividend to the 
remaining shareholders merely because their percentage interests in the corporation are 
increased.’’ T.I.R. No. 109, 6 CCH { 6780 (1958) ; see also Rev. Rul. 59-286, 1959 Inv. 
REv. BULL. No. 36, at 9. 

On the other hand, if the shares redeemed by the corporation are found to have been 
previously acquired from the shareholders whose interest in the corporation is terminated 
as a result of the transaction, the redemption will generally be treated as a dividend to the 
owner of the shares so redeemed. It was so held in both Zipp and Wall. For other cases and 
rulings involving a taxpayer effecting a ‘‘shoestring’’ purchase of the stock of a corpora- 
tion by using corporate funds to pay a part of the purchase price, see Niederkrome v. 
Comm’r, 266 F.2d 238 (9th Cir. 1958), remanded for additional findings of fact, cert. 
denied sub nom. Royce v. Comm’r, 359 U.S. 945 (1959) ; Ferro v. Comm’r, 242 F.2d 838 
(3d Cir. 1957) (dividend) ; Woodworth v. Comm’r, 218 F.2d 719 (6th Cir. 1955) (divi- 
dend) ; Bell v. Comm’r, 248 F.2d 947 (6th Cir. 1957) (dividend) ; United States v. Fewell, 
255 F.2d 496 (5th Cir. 1958) ; Frank P. Holloway, 10 TCM 1257 (1951), aff’d per curiam, 
203 F.2d 566 (6th Cir. 1953) (dividend) ; Lowenthal v. Comm’r, 169 F.2d 694 (7th Cir. 
1948) (dividend) ; Fox v. Harrison, 145 F.2d 521 (7th Cir. 1944) (not a dividend) ; Mendle 
Silverman, 13 TCM 527 (1954) (dividend) ; Thomas J. French, 26 T.C. 263 (1956) (divi- 
dend) ; Rev. Rul. 57-353, 57-2 Cum. Buu. 223 (dividend). Where such a transaction is 
treated as a dividend to the shareholders making such a ‘‘shoestring’’ purchase, it would 
seem clear that the amount thereof would be includible as part of the consideration paid for 
the purpose of section 269(c). 
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tion 269(c) (1) would not ordinarily cause much of a problem. How- 
ever, even this may be difficult to compute in respect of acquisitions 
of corporate control ** where there are several classes of shares out- 
standing in the acquired corporation, with each class having differ- 
ent rights respecting dividend preferences and liquidation prior- 
ities. 

Similarly, it may reasonably be expected that great differences of 
opinion will arise in determining what constitutes a substantial 
disproportion. For example, the word ‘‘substantial,’’ which is used 
in respect of the realization of taxable income to be derived from 
certain property by a collapsible corporation,* has produced an 
abundance of uncertainty.” As for legislative intent, it is clear that 
the substantial disproportion criterion was intended to reach only 
those cases where the consideration paid is substantially less than 
the aggregate of the enumerated items of adjusted basis and tax 
benefits.*° 

While the statute does not literally so provide, it was unquestion- 
ably the intention of Congress that in determining the aggregate of 
the items enumerated in paragraphs (1) and (2) of section 269(c), 
only the tax-savings attributable to the tax benefits therein referred 
to are to be included in the caleulation.** 

Taxpayers faced with a section 269(c) problem will no doubt con- 
tend that the term ‘‘tax benefits’’ should be narrowly construed. 
There is, however, nothing in the legislative history which would 
lend much support to such a contention.” It is true, however, that the 
tax benefits to be taken into account are limited to those which would 
‘‘not [be] available to such person or corporation otherwise than as 
a result of such acquisition. ...’’ On the whole, it seems probable that 
the following benefits, as well as others which are similar in nature, 
would be properly includible under paragraph (2): (1) net operat- 
ing losses in respect of which a carryback or a carryover is avail- 
able ; ** (2) capital losses in respect of which a carryover is avail- 
able; ** (3) deficit in earnings and profits (valuable in connection 


27 See note 23 supra. 

28 T.R.C. § 341 (1954). 

29 See, for example, Abbott v. Comm’r, 258 F.2d 537 (3d Cir. 1958). 

30 §. Rep. No. 1622, 83d Cong., 2d Sess. 39 (1954). 

31 Ibid. 

32 The only example of a tax benefit given in the Committee Reports is an operating loss 
carryover, but there is no suggestion that this is the only benefit which may be taken into 
account. H.R. Rep. No. 1337, 83d Cong., 2d Sess. 32 (1954) ; S. Rep. No. 1622, 83d Cong., 
2d Sess. 39 (1954). 

83 I.R.C. §§ 172(b), 381(¢) (1), and 382 (1954). 

84 T.R.C. §§ 1212 and 381(¢) (3) (1954). 
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with accumulated earnings tax * and corporate distributions where 
the distributee-shareholders desire to avoid having the distribution 
treated as a dividend) ; * (4) claims for tax refunds; (5) deduction 
carryovers arising from excess contributions to employee pension, 
stock bonus, profit-sharing or annuity plans,” or from excess char- 
itable contributions; ** (6) unamortized bond discount; *® (7) re- 
coverable amounts which are excludible from gross income; *° and 
(8) certain deferred expenses.*! On the other hand, it seems doubtful 
that benefits, such as the $25,000 surtax exemption, which are avail- | 
able to every corporation without regard to its past history would | 
be includible within paragraph (2). 

Lastly, how are we to calculate the value of the tax benefits to be 
derived from such items as loss carryovers? It would seem that such 
items should be discounted to take into account their possible legal 
or practical unavailability, e.g., the possible application of section 
382 or the lack of future earnings against which such loss carryovers 
could be offset. Similarly, in acquisitions of corporate control where 
the consideration for the stock is paid by an individual, each dollar 
of tax saved at the corporate level will generally be subject to some 
additional tax when distributed, either as a current or a liquidating 
distribution. The base upon which such additional tax would be im- 
posed in connection with a liquidation distribution is the amount by 
which tax-savings at the corporate level exceed the consideration 
paid by the acquiring shareholder for the prospective tax-saving. It 
would also seem that the value of the tax benefit should be discounted 
for this fact. However, there is some doubt whether such conclu- 
sions are valid. This doubt stems from the reference in the Com- 
mittee Reports to the ‘‘tax value of ... [the] tax benefits. ...’’ * 
It might be argued that tax value is not the same as economic value 
to the corporate shareholder. Perhaps ‘‘tax value’’ means the full 
amount of tax-savings which would arise at the corporate level if 
the benefits were fully usable. 

As previously indicated, a person who has been a shareholder in a 








35 T.R.C. §§ 535(¢) and 381(¢) (2) (1954). 
36 T.R.C. §§ 316(a) and 381(c) (2) 1954). 
87 L.R.C. §§ 404(a)(1)(D), (a)(3)(A), (a) (7), and (d) and 381(e)(11) and (e) (20) 
(1954). 
38 I.R.C. §§ 170(b) (2) and 381(¢) (19) (1954). 
39 Chicago, R. I & P. Ry. Co., 13 B.T.A. 988 (1928), aff’d on this point, 47 F.2d 990 (7th 
Cir. 1931), cert. denied, 284 U.S. 618 (1931) ; I.R.C. § 381(¢) (9) (1954). 
) 40 T.R.C. §§ 111 and 381(c) (12) (1954). 
41 T.R.C. §§ 615, 616, and 381(c) (10) (1954). 
42 H.Rep. No. 1337, 83d Cong., 2d Sess. 32 (1954) ; S. Rep. No. 1622, 83d Cong., 2d Sess. 
39 (1954). 
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corporation may acquire ‘‘control’’ thereof by virtue of an addi- 
tional stock acquisition which is in relative terms quite small. In 
such a case, when making the calculation under subsection (¢), in- 
clude only that proportion of the adjusted basis of corporate prop- 
erty and of the other tax benefits not reflected in such basis, which is 
properly attributable to the shares acquired in the transaction by 
which such control is obtained. Paragraph (1) of subsection (c) 
specifies that the adjusted basis of corporate property is inelud- 
ible to the extent attributable to the ‘‘interest acquired specified 
in paragraph (1) of subsection (a)... .’’ It is surmised that, with 
one exception, only the proportion suggested in the penultimate 
sentence should be includible. The exception would apply where 
several stock acquisitions are, in substance, one transaction. Thus, 
100 per cent of the adjusted basis and other tax benefits should be 
compared with the total consideration paid where A acquires all of 
the outstanding stock of X corporation in three interrelated steps in 
the following manner: (1) 49 per cent on January 1, 1959, for a sub- 
stantially disproportionate consideration; (2) two per cent on June 
1, 1959, for a proportionate consideration; and (3) the remaining 
49 per cent on September 1, 1959, for a substantially disproportion- 
ate consideration. 


LecisLativE History OF THE PREDECESSOR OF SECTION 269 


Section 129 of the 1939 Code was enacted as part of the Revenue 
Act of 1943. The Committee Reports ** indicate that the new provi- 
sion was intended to have an extremely wide operative scope. The 
following quotation from the report of the Senate Finance Com- 
mittee affords us an excellent retrospective view into the legislative 
mind: ** 


... To determine what transactions constitute the condemned evasion or 
avoidance, section 129 must be read in its context and background. It is 
superimposed on the several existing provisions of the income and excess- 
profits-tax law, the basic policies of which contemplate the bona fide conduct 
of business in the ordinary way. Basic to the deduction, credit, and allowance 
provisions is a continuing enterprise so conducting its affairs. A substantial 
number of the code provisions, like sections [I.R.C. 1939] 112, 113, and 141, 
are especially designed to remove tax impediments from such business trans- 
actions. It is nonconformity to the basic policies of these provisions of the 
code which is denoted by tax avoidance in section 129, and it is in the light 
of these basic policies that section 129 would necessarily have to be applied 


43 H.Rep. No. 871, 78th Cong., 1st Sess. 24, 49-50 (1943) ; S. Rep. No. 627, 78th Cong., 
1st Sess. 26-27, 58-61 (1943) ; H.R. Rep. No. 1079, 78th Cong., 2d Sess. 53-55 (1944). 
448, Rep. No. 627, 78th Cong., Ist Sess. 60 (1943). 
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and administered. Such is also the case under section 45 and under the prin- 
ciples applied in the absence of the explicit statutory language. The National 
Securities and Spreckels cases . . . aptly illustrate such nonformity, violat- 
ing in those cases the basic policies of the deduction provisions, and in the 
Spreckles case, the consolidated returns provisions. The test of this noncon- 
formity is, as was indicated in Higgins v. Smith, whether the transaction or a 
particular factor thereof ‘‘distorts the liability of the particular taxpayer’’ 
when the ‘‘essential nature’’ of the transaction or factor is examined in the 
light of the ‘‘legislative plan’’ which the deduction or credit is intended to 
effectuate. 


Although the Committee Reports do not expressly so state, it is 
understood that the Treasury and Congress had as one of their fore- 
most objectives obstructing of three major types of tax-avoidance 
devices. These were: (1) the acquisition of, or combination with, 
a loss corporation, designed to bring the loss carryovers and un- 
used excess profits credits into conjunction with income produced 
by a profitable enterprise; ** (2) the acquisition of, or combina- 
tion with, a corporation having ‘‘built-in’’ loss or excessive depre- 
ciation deductions, or possessing a disproportionately high excess 
profits credit attributable to high basis-low value properties, with 
a view to utilization of the loss, deduction, or credit against the 
income of a profitable and previously unrelated business; ** and (3) 
divisive corporate reorganizations, however effected, including split- 
offs, spin-offs, and the formation of subsidiaries designed to multiply 
the tax benefits accruing from the $25,000 surtax exemption and the 
$25,000 excess profits credit.* 

For example, one of the most egregious tax-avoidance attempts, 
and one which appears to have been a significant motivating factor 
in the enactment of section 129, came before the judicial eye in J. D. 
&é A. B. Spreckels Co. ** It involved the second of the enumerated 
types of tax-avoidance devices. The petitioner, a corporation, had 
acquired all of the stock of the Tire Company for the sum of one 
dollar from another corporation controlled by the same family that 
controlled petitioner. The selling corporation had previously de- 
ducted its loss arising from the worthlessness of the Tire Company 
stock. Prior to the stock acquisition, negotiations had proceeded to 
a point just short of consummation of an agreement to sell the high 
basis-low value properties of the Tire Company to a third corpora- 
tion at an amount which would produce for the Tire Company a loss 





45 See Reg. 118, Sec. 39.129-3(b) (1). 

46 See Reg. 118, Sec. 39.129-3(b) (1) and (c). 
47 See Reg. 118, Sec. 39.129-3 (b) (2). 

48 41 B.T.A. 370 (1940). 
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in the amount of $192,849.80. That sale was consummated approx- 
imately one month after the stock acquisition by petitioner, and 
the loss thereon was sought to be availed of by petitioner by way of 
a consolidated return. 

Despite the lack of a specific statutory peg on which to hang the 
decision, the Court in a unanimous opinion held that the consol- 
idated return provisions were not available, and the deduction was 
denied.* It was, at least in part, this lack of a statutory peg which 
Congress sought to rectify by the enactment of section 129.°° 

Subsection (a) of the House Bill ** was considerably more sweep- 
ing than the one which was reported out by the Senate Finance Com- 
mittee. In fact, the Senate Finance Committee, in reporting out the 
Bill as amended, stated that: 


... Your committee believe [sic] that the House provision goes much fur- 
ther than the objectives sought. It creates a realm of uncertainty in con- 
nection with any acquisition which might result in any reduction of tax 
liability... . 


Accordingly, several amendments were proposed, the most impor- 
tant of which were the following: 


(1) The House Bill had provided that it would be applicable in 
the case of an acquisition of ‘‘an interest in, or control of, a corpora- 
tion....’’; this was amended so as to limit the applicability of para- 
graph (1) of subsection (a) to acquisitions of corporate control. 

(2) Whereas the House Bill would have applied where one of the 
principal purposes of the acquisition was the avoidance of federal 
income or excess profits tax, the Bill as amended limited the applica- 


49 Reliance was placed upon Woolford Realty Co., Ine. v. Rose, 286 U.S. 319 (1932), 
holding that pre-affiliation net losses of a subsidiary could not be availed of by an affiliated 
group except to the extent of income generated in consolidated return years by such sub- 
sidiary, and Gregory v. Helvering, 293 U.S. 465 (1935), holding that because of the lack 
of a business purpose for the transaction and because of the complete failure of the eorpo- 
ration which was spun-off to conduct an actual business, a spin-off executed in a manner 
precisely within the literal provisions of the reorganization statutes was nonetheless a tax- 
able transaction. 

50 In the language of the Committee, ‘‘the special function of the section . . . [is] to 
give tax enforcement agencies a clear basis for administration in those areas in which 
abuses are most apt to occur.’’ H.R. Rep. No. 1079, 78th Cong., 2d Sess. 54 (1944). 

51 §* See, 129. Acquisitions Made or Availed of to Avoid Income or Excess Profits Tax. 

*€(a) Disallowance of Deduction, Credit or Allowance.—If any person or persons asquire, 
on or after October 8, 1940, directly or indirectly, an interest in, or control of, a corporation, 
or property, and the Commissioner finds that one of the principal purposes for which such 
acquisition was made or availed of is the avoidance of Federal income or excess profits tax 
by securing the benefit of a deduction, credit, or other allowance, then such deduction, credit, 
or other allowance shall not be allowed.’’ 

52 §, Rep. No. 627, 78th Cong., 1st Sess. 26 (1943). 
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bility to acquisitions of corporate control where avoidance or eva- 
sion of federal income or excess profits tax is ‘‘the principal’’ pur- 
pose.** 

(3) An amendment was added limiting applicability of the sec- 
tion to acquisitions designed to secure the benefit of a deduction, 
credit or allowance ‘‘which such person or corporation would not 
otherwise enjoy... .’’ 

The Conference Committee added paragraph (2) of subsection 
(a) and the definition of ‘‘control’’ which appears as the last sen- 
tence of subsection (a). As finally enacted section 129 was sub- 
stantially the same as subsections (a) and (b) of section 269. The 
only important change effected by the 1954 Code was the addition 
of subsection (c). 


JupiciaL HANDLING OF SeEcTION 269 


The Commissioner’s first attempts to invoke section 129 of the 
1939 Code resulted in some surprising defeats. Several apparent 
weaknesses in the statutory framework were thus exposed by the 
judiciary. 

At first, litigation centered around the question whether the sub- 
jective ‘‘principal purpose’’ test had been met. Representative of 
such cases is WAGE, Inc.** There the corporate taxpayer had been 
engaged in the automobile sales business, but war-time conditions 
necessitated a gradual discontinuance thereof, thus leaving a large 
amount of unneeded liquid assets. Erghty per cent of the taxpayer’s 
shares were owned by R, who also owned 80 per cent of the shares of 
Sentinel, a corporation engaged in radio broadeasting. In 1943, the 
taxpayer’s name was changed, and it acquired all of the outstanding 
shares of Sentinel in a tax-free stock-for-stock acquisition. Sub- 
sequently, Sentinel was merged into the taxpayer, which then ceased 
to carry on the automobile sales business, but did continue in radio 
transmission. The alleged business reason for the acquisition was 
to make the taxpayer’s liquid assets available for the expansion of 
the radio transmission enterprise. 

It was held that the taxpayer’s unused excess profits credit for the 
years 1942 and 1943 might be carried over and availed of in 1944 and 
1945 since the taxpayer, despite its change of name and business, 


53 It was stated that: ‘‘The House bill made section 129 operative if one of the prin- 
cipal purposes was tax avoidance. Your committee believes that the section should be oper- 
ative only if the evasion or avoidance purpose outranks or exceeds in importance, any other 
one purpose.’’ S. Rep. No. 627, 78th Cong., 1st Sess. 59 (1943), 

5419 T.C, 249 (1952). 
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continued to be the same entity in respect of which the credits arose. 
Also, it was held that section 129 was not applicable because the 
facts showed that the principal purpose of the acquisition of con- 
trol of Sentinel was not tax avoidance.™ 

A more serious, but apparently temporary, frustration of the 
statutory purpose arose from dictum in Alprosa Watch Corpora- 
tion.”® That case involved the acquisition, by persons who were pre- 
viously not shareholders, of all of the outstanding shares of Esspi 
Glove Corporation. Following this, the corporate name, the type of 
business, and the location of the business were changed. The ques- 
tion presented was whether the net operating losses and the unused 
excess profits credits attributable to pre-acquisition years might 
properly be carried over and availed of against post-acquisition in- 
come. Since the same corporate entity had been retained, it was held 
that these items might properly be carried forward. It was further 
held that tax avoidance was not the dominating motive of the ac- 
quisition, since it appeared that use of a previously existing cor- 
porate entity was required in order to consummate the particular 
transaction. 

Section 129, because of its effective date, was not applicable. None- 
theless, the Court stated by way of dictum that the only consequence 
of an acquisition of corporate control having the proscribed ‘‘ prin- 
cipal purpose”’ is the disallowance of a deduction, credit, or allow- 
ance in the hands of the person who acquires control, not the denial 
of such a tax benefit to the acquired corporation. Under this con- 
struction an acquired corporation would have untrammeled free- 


55 See also Aleorn Wholesale Co., 16 T.C. 75 (1951) (involving a corporate ‘‘split-up’’) ; 
Berland’s Ine. of South Bend, 16 T.C. 182 (1951) (involving organization and transfer of 
assets to subsidiaries) ; Comm’r v. Chelsea Products, Inc., 197 F.2d 620 (3d Cir. 1952), 
affirming 16 T.C. 840 (involving organization of ‘‘sister’’ corporations, i.e., one or more 
corporations whose shares are owned by the same shareholders who own the shares of an- 
other corporation referred to as the ‘‘ brother,’’ to handle the sales, in various territorities, 
of products manufactured and theretofore sold by the pre-existing ‘‘brother’’ corpora- 
tions); Alprosa Watch Corporation, 11 T.C. 240 (1948) (involving acquisition of the 
stock of a loss corporation followed by a change of name and a change in place and type 
of business); Commodores Point Terminal Corporation, 11 T.C. 411 (1948) (involving 
transfer to a closely-held operating corporation of a 58 per cent stock interest in another 
corporation, thus making available to the transferee a credit for 85 per cent of dividends 
received upon the transferred stock) ; J. E. Dilworth Co. v. Henslee, 98 F.Supp. 957 (M.D. 
Tenn. 1951) (involving organization of a subsidiary to conduct operations in Mississippi 
which had formerly been conducted by the parent, a Tennessee corporation) ; and John P. 
Wagner, 17 TCM 569 (1958), amended by official order, 17 TCM 949 (1958) (involving 
organization of four ‘‘sister’’ corporations which engaged in a business closely related to 
that carried on by the ‘‘brother’’ corporation). Although tax minimization loomed large 
in each of the foregoing cases, in none was it the ‘‘ principal purpose,’ 

56 11 T.C, 240 (1948). 
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dom, except for the possible impact of section 382(a), to avail itself 
of a net operating loss deduction deriving from a carryover existing 
in a shell corporation acquired solely for tax minimization. Such 
deduction could be offset against income from a profitable enterprise 
transferred to the corporation by its new owners for the sole pur- 
pose of combining it with the loss carryovers.™ 

Thus, for many years litigation under section 129 produced an un- 
ending string of defeats for the Commissioner. Suddenly the tide 
changed. In American Pipe & Steel Corp. v. Commissioner,® the tax- 
payer had been engaged in fabricating metals. It acquired a major- 
ity of the stock in a real estate corporation, Palos Verdes, which 
owned properties with a basis of approximately $430,000, but with 
a value of only $25,000. The purchase price of the acquired shares 
was $11,248.96. Following this purchase, the other shareholders 
were frozen out by a large assessment. Shortly after the stock 
acquisition the assets of Palos Verdes were sold, in part at pub- 
lic auction and the balance to an individual who was closely asso- 
ciated with management. The sale of the Palos Verdes assets re- 
sulted in a loss which was sought to be availed of by the taxpayer 
in a consolidated income tax return. 

The consolidated return Regulations © applicable to the year in 
which the sale occurred provided in part that where a corporation 
becomes a member of an affiliated group and thereafter in a con- 
solidated return year sustains a loss on the sale of capital assets or 
assets used in its trade or business, such loss, to the extent attrib- 
utable to events preceding the date when it became a member of the 
group, may not be offset against income generated by other mem- 
bers of the group. But presumably because the assets sold by Palos 
Verdes had been held primarily for sale to customers in the ordi- 


57 The Alprosa dictum sprang into full blossom in T. V. D. Co., 27 T.C. 879 (1957). 
There, Enterprise, a loss corporation which had previously engaged in producing movies, 
purchased all the stock of the petitioner, a profitable soap manufacturing corporation. The 
assets of petitioner were immediately distributed to Enterprise in a liquidation distribution, 
but the petitioner was permitted to remain in existence. Enterprise’s net operating loss 
earryover attributable to the movie business was sought to be availed of by it against the 
post-liquidation income arising from the soap manufacturing business. It was held that 
section 129 of the 1939 Code applied only to the acquiring person, not to the acquired cor- 
poration ; hence the carryover was allowed. The Commissioner, relying on the predecessor of 
section 482, also attempted to allocate the post-liquidation income from the soap business to 
the petitioner, even though it had been kept in existence solely for the purpose of paying 
its debts. The allocation was denied by the Court because there had been no inter-corporate 
transactions which would distort income. 

58 243 F.2d 125 (9th Cir. 1957), cert. denied, 355 U.S. 906 (1957). 

59 Reg. 104, Sec. 23.31(d) (11) (1944). The Regulations currently applicable contain a 
similar provision. Reg. Sec. 1,1502-31(b) (9) (1955), 
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nary course of its business, this Regulation was not invoked. Instead, 
the Commissioner invoked section 129. 

The purpose of the acquisition of Palos Verdes stock was alleg- 
edly to acquire control of a corporation in the real estate business so 
as to assure a market for the sale of pipe products and to provide an 
organization for marketing post-war metal houses. The Court ob- 
served that such purpose could have been achieved equally well by 
the organization of a new corporate entity. Accordingly, it was 
found that the acquisition was made for the principal purpose of 
securing a tax benefit not otherwise available, and the loss was not 
permitted to be used as an offset against consolidated income. 

On the whole, the decision in American Pipe & Steel should not 
have been much of a surprise to taxpayers. The same cannot be said 
about Elko Realty Co. There the corporate taxpayer held all the 
outstanding shares of two subsidiary corporations. It sought, by 
the use of consolidated returns, to avail itself of the net operating 
losses incurred by the subsidiaries in the three years after their 
acquisition. The Commissioner, invoking section 129, sought to dis- 
allow this deduction on the ground that the acquisition of control in 
each case was motivated principally by a tax-avoidance purpose; he 
relied also on the fact that the consolidated return provisions * of 
the Code were not applicable where acquisition of an affiliated cor- 
poration was motivated by a desire to obtain a tax benefit rather 
than by a valid business purpose. 

Prior to the taxpayer’s acquisition of control, each of the sub- 
sidiaries had constructed an apartment project under section 608 
of the War Housing Insurance Act. The Federal Housing Admin- 
istration had guaranteed the mortgage on each project for an 
amount which proved to be in excess of the actual construction costs. 
Although it did not appear as a finding of fact, it seems probable 
that Spiegel, the original owner of the stock of both corporations, 
had caused them to be grossly under-capitalized. Spiegel had kept 
only fragmentary records concerning the financial condition of the 
two corporations. One of them, Earl Apartments, Inc., had de- 
faulted in making its monthly mortgage payment for the months of 
November and December of 1949, and this default continued un- 
abated at the time of the acquisition by the taxpayer. 

Fox, who owned 80 per cent of the outstanding stock of the tax- 
payer, was a business man with many years of experience in real 
estate in the community where the apartment projects were located. 


60 29 T.C. 1012 (1958), aff’d per curiam, 260 F.2d 949 (3d Cir, 1958). 
61 T.R.C. § 141 (1939). 
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He knew that both were fully occupied. In the latter part of 1950 he 
learned that the projects were up for sale. Because of the lack of 
adequate records, it proved impossible to ascertain the financial 
condition of either corporation from Spiegel. Nor was it possible 
to ascertain information from the Federal Housing Administration, 
and Fox apparently did not seek to obtain information from the 
mortgagees. The first complete set of financial statements relating 
to the projects was obtained some seven months after the acquisi- 
tion of the stock of the two corporations. 

In considering the desirability of the acquisition, Fox relied to a 
great extent on the project analysis prepared by the Federal Hous- 
ing Administration for each project. These showed that the gross 
receipts, based on 93 per cent of maximum occupancy, would be 
sufficient to meet the operating expenses reasonably to be antic- 
ipated, plus the principal and interest payments upon the mortgages. 
The mortgages had a 34-year life. Because of the brick construction 
and the amounts budgeted for maintenance, it appeared that there 
would be very little depreciation in value of the properties over the 
life of the mortgage. Also, Fox had learned that on a nation-wide 
basis all but a few of the section 608 apartment projects were being 
operated successfully, at least to the extent that the mortgage pay- 
ments were being made when due. 

The expenses budgeted for the two projects contained an estimate 
for rental and insurance commissions aggregating approximately 
$7,000 per year. The corporate taxpayer, being a realty and insur- 
ance broker, had all the facilities necessary for it to earn these com- 
missions. 

Although Fox was apparently unaware of the existing default by 
Karl Apartments, Inc., he was well aware that neither corporation 
had working capital. He acquired all the shares of both corporations 
in exchange for a loan to Spiegel of approximately $16,000. This 
loan was used by Spiegel to pay some of the corporate liabilities, 
namely, $11,000 to the mortgagee and $2,000 to pay a fuel bill. 

Very shortly after Fox acquired the shares, he transferred them 
to the taxpayer in exchange for nine shares of its stock, having a 
stated value of $900. After acquiring control of the two subsidiaries, 
the taxpayer advanced money to both, ostensibly as a loan, to be 
used for working capital. The amount so advanced did not appear. 

Both subsidiaries incurred losses in the three years following 
their acquisition by the taxpayer. The amounts were as follows: 














m— FR © 


oO 


“ 


, == oF 








1960] SECTION 269—FUNCTION FOR COMMISSIONER 153 











Year Spiegel Earl Total 

1951 $ 7,706.91 $23,679 .35 $31,386 .26 
1952 8,525 .05 20,339 .97 28,865 .02 
1953 23,814.20 23,862 .47 47,676 .67 


Because of defaults, both mortgages were foreclosed in 1954. 
The taxpayer’s unconsolidated net profit for the same three years 
was as follows: 


1951 $26,818 .76 
1952 44,066.61 
1953 43,133.95 


It was held that the taxpayer failed to bear the burden of proving 
that the acquisition of control of the subsidiaries was not made for 
the principal purpose of securing a tax benefit. Therefore, section 
129 was held to be applicable, and the post-acquisition losses were 
not permitted to be used as an offset against the income of the 
parent. 

In general, the reasoning of the Court was that, based on the 
information available to a business man of Fox’s experience, it 
must have appeared unlikely that either of the projects could be 
operated profitably ; therefore, the acquisition of control by the tax- 
payer must have been motivated principally by a tax-avoidance 
purpose. The Tax Court disposed of several of the taxpayer’s con- 
tentions as follows: ® 


Petitioner, and its alter ego Fox, would have us believe that, since Fox 
knew that most Section 608 projects were operating successfully, he there- 
fore believed that the Earl and Spiegel Apartments were operating success- 
fully and would continue to do so. It is obvious that such a conclusion does 
not follow logically from the stated premise. The argument is totally uncon- 
vineing. The most that could have been inferred reasonably from this infor- 
mation was that Section 608 projects were a promising area for investment 
generally but certainly not that any specific project necessarily represented 
a sound investment. 

Similarly, the project analyses themselves provided no logical basis for the 
asserted conclusion that the two projects were operating successfully and 
would continue to do so. The most that could be deduced reasonably from the 
analyses was that, under their stated assumption as to receipts and expenses, 
the projects would operate at a profit. Assuming those assumptions to have 
been reasonable at the time of the preparation of the analyses, there was no 
basis for concluding that they were still valid at the time Fox and petitioner 
acquired the two corporations. .. . 

As a further factor of alleged bona fide business purpose, petitioner de- 


62 Elko Realty Co., supra note 60, at 1022-1023, 1025. 
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clared that it anticipated acquiring eventual title to two very valuable pieces 
of property after the mortgages, with a life of about 34 years, had been paid 
off. The validity of this argument in turn depends upon the validity of peti- 
tioner’s asserted belief that the two corporations were and would continue to 
operate profitably so that the mortgages would be paid off. We have already 
decided that petitioner has failed to produce any convincing evidence that it 
had a basis for such a belief. This being the case, petitioner’s argument here 
must also fail. ... 


It was also held that the consolidated return provisions were not 
available to the taxpayer under the circumstances here existing. 

This application of section 129 of the 1939 Code exemplifies the 
dangers which section 269 presents. Although the facts looked at in 
retrospect indicate that the taxpayer and Fox exercised poor judg- 
ment in acquiring control of the two corporations, this would cer- 
tainly seem to be an insufficient basis upon which to invoke section 
269. 

In principle, the difference between tax avoidance and had busi- 
ness judgment is unmistakably plain. Suppose that a corporate tax- 
payer acquires all the stock of X corporation for a mere $100 at a 
time when the assets equal exactly its liabilities. The taxpayer, 
without adding any new capital, operates the business of X corpora- 
tion at a loss until foreclosure. The economic loss thus falls entirely 
on the creditors. Section 269 may well be applicable, for this is sub- 
stantially the equivalent of acquiring a corporation having loss 
carryovers ® or a ‘‘built-in’’ loss deduction, as in American Pipe & 
Steel. : 

Change the facts by assuming that the taxpayer contributes new 
capital or lends additional money as a subordinated loan as ap- 
parently occurred in Elko. The subsequent operating losses wipe 
out the new capital or the proceeds of the loan, leaving the equity 
of the former creditors intact. Section 269 should not apply. The 
fact that the acquiring corporation sustained an economic loss 
greater than the amount of tax-savings which could result from the 
loss deduction should negate the existence of a principal purpose of 
tax-avoidance. 

Assume, as a third variation, that the post-acquisition losses not 
only wipe out the new capital or subordinated debt but fall to some 
extent upon the former creditors. Certainly the loss should be 
allowed in a consolidated return, at least to the extent of the new 
capital or subordinated debt.** Where the new capital or sub- 


63 American Pipe & Steel Corp., 25 T.C. 351 (1955), aff’d, 243 F.2d 125 (9th Cir. 1957), 
cert. denied, 355 U.S. 906 (1957). 
64 It will be observed, by way of correlation, that when a member of an affiliated group 
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ordinated debt is substantial in relation to the post-acquisition 
losses, it is believed that the full loss should be allowed even though 
it falls in part on the former creditors.® 

If the rationale of this case should be followed without a careful 
examination in each case to determine who bears the economic im- 
pact of the loss, it could result in the disallowance of loss deductions 
attributable to post-acquisition operations of acquired businesses (if 
the acquisition resulted from one potentially within the scope of 
section 269) whenever in retrospect it should reasonably have been 
foreseen that the acquired business was apt to produce a loss rather 
than a profit. Such a rule could prove very harmful in that it might 
discourage attempts to acquire and promote ventures which have 
been unprofitable. 

The most important of the Commissioner’s recent victories oc- 
curred in Coastal Oil Storage Co. v. Commissioner.” There the tax- 
payer’s parent corporation, Coastal Terminals, Inc., had been en- 
gaged in the oil storage business. It had certain storage contracts 
with the Federal Government which were subject to renegotiation. 


whose shares are owned by other members of the group sustains an operating loss during a 
consolidated return year, and if such loss could not have been availed of (e.g., lack of tax- 
able income) as a carryover or a carryback even if such member had filed a separate return, 
the basis of the stock of such member must be reduced by the amount of such loss for the 
purpose of calculating the gain or loss on the subsequent disposition of such stock. Reg. 
See. 1.1502-34 (1955). This rule applies whether or not the disposition occurs in a con- 
solidated return year and whether or not the disposition terminates the affiliation of the 
member which sustained such loss. There is, however, a reduction in the amount by which 
such basis must be decreased where the loss of such member was sustained in a year in 
which there was a consolidated net operating loss and where the consolidated net operating 
loss was not availed of as a earryback or a carryover; the amount of this reduction is the 
amount of the unused consolidated net operating loss which is attributable to the loss sus- 
tained by the member, the basis of whose stock is being calculated. Reg. See. 1.1502-34 
(b) (2) (1955) ; Singer Mfg. Co. v. United States, 87 F.Supp. 769 (Ct.Cl. 1950). Where 
the basis of the stock of any such member is reduced to zero, any further losses of such 
member, which could not have been availed of by it as a earryover or carryback even if it 
had filed a separate return, are applied in reduction of the basis of bonds or other obliga- 
tions issued or incurred by such member and held by other members of the group for the 
purpose of determining gain or loss on the sale or other disposition of such obligations. Reg. 
See. 1.1502-35 (1955). 

65 This analysis, when applied to the Elko Realty Co. case, is, of course, an over-simplifi- 
cation. The operating loss there must have arisen in large part from depreciation deduc- 
tions. To this extent it is difficult to determine whether the economic loss fell upon the new 
owner or upon the former ereditors, including the Federal Housing Administration as in- 
surer. Nor do we know whether the amount advanced by Elko was substantial or whether 
the money so advanced was in fact subordinated sufficiently to cause it to be treated as the 
equivalent of risk capital for the purpose of determining upon whom the economic loss 
from post-acquisition operations actually fell. It is, however, unfortunate that the Court 
did not discuss this aspect of the case. 

66 242 F.2d 396 (4th Cir. 1957), affirming in part and reversing in part 25 T.C. 1304 
(1956). . 
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Allegedly for the purpose of segregating that portion of its business 
from other storage operations not subject to renegotiation, Coastal 
Terminals transferred to the taxpayer, a newly created subsidiary, 
all of the storage tanks attributable to the non-governmental por- 
tion of its business. The transfer was made on February 1, 1951, in 
exchange for stock of the taxpayer having a value of $100,000 and a 
note for $38,706.79. It was admitted that tax considerations had 
entered into the determination that the subsidiary should be organ- 
ized. 

The question before the Court was whether the $25,000 surtax 
exemption and the $25,000 excess profits credit should be allowed to 
the subsidiary. Section 15(c) of the 1939 Code provided statutory 
authority for the disallowance of such exemption and credit if a 
‘‘major purpose’’ of the transaction was to obtain the benefit 
thereof, but the statutory effective date precluded its application to 
the months of February and March of 1951. However, with respect 
to those two months, the disallowance was sought under the provi- 
sions of section 129 of the 1939 Code. 

The Court of Appeals for the Fourth Circuit, reversing the Tax 
Court on this point, held that paragraph (1) of section 129(a) was 
applicable so as to disallow the exemption and credit to the tax- 
payer. It was stated that the parent ‘‘ was able to obtain through this 
splitting up of its corporate business the benefit of an exemption and 
credit which it would not otherwise have enjoyed.’’ Although the 
credit and the surtax exemption were sought to be availed of directly 
by the acquired subsidiary,’’ the sole benefit thereof would accrue 
to the parent corporation. ...’’ This is the first case to hold that 
paragraph (1) of section 269 is applicable to a deduction, credit, or 
allowance sought directly by the acquired corporation.” 

This construction seems quite correct. No other construction 
would allow the section to operate effectively upon the various types 
of transaction to which the Committee Reports show its applica- 
tion was intended. As previously suggested, if section 269(a) (1) 
had been intended to be operative only against the person who 


67 The second ease so to hold is Mill Ridge Coal Co. v. Patterson, 264 F.2d 713 (5th Cir. 
1959), cert. denied, 28 U.S.L. WEEK 3109 (Oct. 13, 1959). The facts in this case are almost 
identical to those in Alprosa Watch Corporation, supra note 56, but the holding is contra 
to the Alprosa dictum. The Tax Court has nonetheless persevered in the holding that under 
paragraph (1) of section 129(a) of the 1939 Code the disallowance may be directed against 
a deduction in the hands of the acquired corporation, British Motor Car Distributors, Ltd., 
31 T.C. 437 (1958), on appeal to 9th Cir. There were five dissents to this decision which, 
surprisingly, did not even cite Coastal Oil. Moreover, the taxpayer did not even attempt 
to disprove the Commissioner’s contention that tax-avoidance was the principal purpose of 
the acquisition. 
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acquires control, the words ‘‘the benefit of’’ could have been elim- 
inated from the statute. 

It was further held that paragraph (2) of section 129(a) was ap- 
plicable because the taxpayer had acquired property from another 
corporation and the basis of the property was determined by refer- 
ence to the basis in the hands of the transferor.* It was reasoned 
that absent the acquisition of inecome-producing property, the sur- 
tax exemption and the excess profits credits would have been of no 
use to the taxpayer. It seems clear that this holding was made with 
reference to the splitting up of an integrated corporate enterprise 
with a view to doubling the benefits deriving from the surtax exemp- 
tion and the excess profits credit. Thus, the holding should not be 
applicable to the ordinary section 351 transaction, involving the 
organization of a subsidiary, where the purpose is expansion of the 
business. 

It is somewhat anomalous that paragraph (2) of section 269(a) 
requires, as a condition to its application, that the acquired prop- 
erty possess a transferred basis, whereas the tax benefits which may 
be disallowed need not be attributable to the basis of the property 
so acquired. Yet there is little doubt that this is the correct statutory 
construction.” 

Considerable space has been devoted to an analysis of the excep- 
tionally broad scope of section 269. However, this topic would be 
incomplete without a discussion of the Commodores Point Terminal 
Corp.” case which to some degree limits that scope. There the cor- 
porate taxpayer operated a terminal and wharfage business which 
had produced a loss from the time of its inauguration until 1943. 
In 1943, ZL, an individual, acquired approximately 78 per cent of 
taxpayer’s outstanding shares; then in 1944 he acquired additional 
shares sufficient to bring his aggregate ownership to more than 80 
per cent. For some time prior to L’s acquisition of control of the tax- 
payer, he had owned 58 per cent of the outstanding shares of Piggly 
Wiggly Corporation, a profitable grocery chain. In 1944, LZ trans- 
ferred to the taxpayer all of his Piggly Wiggly shares in exchange 
for $305,000 of 3 per cent, 15-year bonds issued by the taxpayer. This 
transaction was consummated just prior to the payment by Piggly 
Wiggly of a dividend. 


68 T.R.C. §§ 112(g) (1) (D) and 113(a) (7) (B) (1939). 

69 This view is supported by section 269(c) (1954) in that the disproportion, which is 
sufficient to constitute prima facie evidence of the principal purpose of tax-avoidance, may 
arise solely from a disproportion between the consideration paid and the value of tax bene- 
fits not attributable to the basis of the property acquired in an ‘‘ asset acquisition.’’ 

7011 T.C, 411 (1948). 
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The avowed purpose of the taxpayer was to acquire an additional 
income-producing property, the earnings of which would enable it 
to repair and maintain its properties as well as to retire or pay 
interest upon its previously existing obligations. However, the Court 
found as a fact that an additional purpose of the transfer was to 
reduce L’s personal income taxes. 

The Commissioner sought to disallow the dividends received 
credit in respect of the dividends received by taxpayer from Piggly 
Wiggly, on the theory that its acquisition of control of Piggly 
Wiggly had as its principal purpose the securing of a tax benefit in 
the form of a dividends received credit which it would not otherwise 
enjoy. The Court found that the taxpayer’s principal purpose was 
not the avoidance of federal income tax. Moreover, it was determined 
that section 129 was not applicable because the availability of the 
dividends received credit was not in any way dependent upon the 
acquisition of control. 

This construction seems clearly correct since it gives meaning to 
the statutory language limiting the term ‘‘benefit’’ to one ‘‘ which 
such person or corporation would not otherwise enjoy.’’ Thus, it 
may be stated as a general rule that section 269(a)(1) will operate 
to disallow a deduction, credit, or allowance only when the benefit 
which would otherwise result therefrom is directly related to the 
securing of control.” 

It should be observed that the transaction in the Commodores 
Point case involved two acquisitions of ‘‘control’’: the acquisition 
by Lovett of control of the taxpayer, and the acquisition by taxpayer 
of control of Piggly Wiggly. One wonders why the Commissioner did 
not attack the transaction on the theory that the first acquisition by 
Lovett was principally motivated by his desire, proposed to be con- 
summated by the transfer of Piggly Wiggly stock to the Com- 
modores Point Terminal Corp., to secure ‘‘the benefit of’’ the div- 
idends received credit which he ‘‘would not otherwise enjoy.’’ 

It should be noted in connection with this transaction that the 


71 It is perhaps arguable that this same construction should apply to paragraph (2) of 
section 269(a) (1954), so that its application would be limited to a disallowance of deduc- 
tions, credits, or allowances only if the benefit which would otherwise result therefrom is 
one the enjoyment of which cannot be obtained unless property with a transferred basis is 
acquired from a corporation which is not controlled by the acquiring corporation or its 
shareholders, However, it would do no violence to the language of the statute to hold only 
that the benefit must be one which could not be enjoyed absent an acquisition of property, 
it being immaterial for this purpose whether the benefit is dependent also on the existence 
of a transferred basis. This is believed to be the correct rule. See note 69 supra for addi- 
tional support for the conclusion that the benefit sought to be obtained need not be trace- 
able to the existence of a transferred basis. 
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availability to the corporate taxpayer of the dividends received 
credit was not dependent on the nature or the amount of business 
carried on by it. But lurking in the background was the personal 
holding company tax.” In order to avoid classification as a personal 
holding company, it was necessary that the transferee be a corpora- 
tion with operating gross income in an amount exceeding 25 per 
cent of the anticipated dividend income.” Generally speaking, the 
effect of classification as a personal holding company is to force a 
distribution of after-tax corporate earnings, including 100 per cent 
of dividends received.”* Thus, the credit available to the Commodores 
Point Terminal Corp. for dividends received would not have pro- 
duced a real benefit to Z if the transaction had not been carefully 
planned to elude the personal holding company provisions, thereby 
permitting the retention of the dividends at the corporate level. 

Possibly this suggested mode of attack was not employed because 
of anticipated difficulties in proving that the acquisition of control 
of Commodores Point Terminal Corp. and the transfer to it of the 
Piggly Wiggly stock were both part of an integrated transaction. 
Or it may have been felt that such argument was precluded by the 
dictum in the Alprosa™ case that section 269(a) (1) is not applicable 
to the acquired corporation. This seems doubtful, in view of the 
fact that the Alprosa opinion was promulgated scarcely a month 
before the opinion in Commodores Point. 

As previously stated, the dictum in Alprosa and the Tax Court 
cases following such dictum have been rejected by two Courts of 
Appeals. Accordingly, it could now be argued with considerable 
force that the acquisition of control of an operating company, de- 
signed to avoid personal holding company status but nevertheless 


72 I.R.C. § 500 (1939) ; I.R.C. § 541 (1954). 

73 ILR.C. § 501(a) (1) (1939). Great uncertainty exists as to the definition of ‘‘ gross in- 
come’? for this purpose. The same term is used in section 542(a) (1) of the 1954 Code. Two 
decisions on this point indicate that in computing gross income gross receipts will be re- 
duced by all items which might reasonably (from a theoretical approach, not the usual ac- 
counting approach) be includible as part of the cost of goods sold. Woodside Acres, Ine. v. 
Comm’r, 134 F.2d 793 (2d Cir. 1943), and Garrett Holding Corp., 9 T.C. 1029 (1947). 
Contra, W. A. Bechtel Co., 42 B.T.A. 927 (1940), and Andrew Jergens Co., 40 B.T.A. 868 
(1939). Cf. M. Fine & Sons Mfg. Co., Ine. v. United States, 168 F.Supp. 768 (Ct.Cl. 1958). 
This, of course, has the effect of making more difficult the evasion of personal holding com- 
pany status by causing a corporation to acquire a business having substantial gross re- 
ceipts, but because of high operating expenses and costs of goods sold, having little of either 
profit or risk potential. Such businesses are, of course, less expensive to acquire and are thus 
the type which would usually be sought for the purpose of diluting personal holding com- 
pany income with the requisite amount of non-personal holding company income, 

74 T.R.C, § 545 (1954), particularly subsection (b) (3). 

75 Alprosa Watch Corporation, 11 T.C. 240 (1948). 
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to serve as an incorporated pocketbook, would fall within the scope 
of section 269(a) (1). If so, the dividends received deduction * might 
be disallowed in whole or in part. The same argument could be made 
where control is acquired of a holding company which, in turn, ac- 
quires an operating business in order to avoid personal holding com- 
pany status. This argument would not be plausible except where the 
acquisition of the holding company and its acquisition of the operat- 
ing business are sufficiently integrated as to constitute one trans- 
action. 

It is believed, however, that the above approach is not too appeal- 
ing. The mere acquisition of control of the corporation, even though 
tax-motivated, does not in itself give rise to a tax benefit. Some- 
thing more is needed, namely, operating gross income sufficient to 
avoid personal holding company status. This operating gross in- 
come is not something which is built-in, like loss carryovers or high 
basis-low value property. Instead, the corporation must in the fu- 
ture actively conduct a business. True, the business may be quite 
small in relation to the income from investments. But the very 
existence of a percentage test in the statute would seem to indicate 
a Congressional purpose to allow taxpayers to achieve certainty as 
to tax consequences by deliberately aiming above or below the cut- 
off point. 

Another case ™ which reached a rather surprising result on the sec- 
tion 269 issue deserves detailed discussion. It involved a sale by, and 
a leaseback to, the corporate taxpayer of its plant. The corporation 
which purchased and then leased the plant back was one owned and 
controlled, and which had been created for this very transaction, by 
the persons who owned and controlled the taxpayer. The Commis- 
sioner urged that under section 45 of the 1939 Code the income re- 
ceived by the lessor should be allocated to the taxpayer. Alterna- 
tively, it was contended that section 129(a) (1) of the 1939 Code ap- 
plied so as to disallow a deduction for the rental payments made by 
the taxpayer.”® 

Both of these contentions were sustained. Unfortunately, the opin- 
ion did not attempt to correlate the language of section 129(a) 
with the facts of the case. Some indication of the Court’s analysis 


76 T.R.C. § 243 (1954). 

77 Alpha Tank & Sheet Metal Mfg. Co. v. United States, 116 F.Supp. 721 (Ct.Cl. 1953). 

78 In connection with the potential application of section 269 (1954) to a transaction in- 
volving corporations which sustain a brother-sister relationship, it should be observed that 
unless the acquisition falls within subsection (a) (1), the section may be applied. This is 
because subsection (a) (2) is limited to acquisitions from another corporation not con- 
trolled by the acquiring corporation ‘‘ or its stockholders. ’’ 
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may, however, be found in the finding of fact that ‘‘The plaintiff’s 
principal beneficial stockholders, Messrs. Allma and Walz, indi- 
vidually acquired all of the stock of Delmo Realty & Investment 
Company [the lessor] for the principal purpose of securing rental 
deductions for the plaintiff which deductions plaintiff would not 
otherwise enjoy.’’ 

In all probability, the Court theorized that the acquisition by the 
taxpayer’s stockholders was indirectly an acquisition by it. Pos- 
sibly, however, the interpretation was that a disallowance may be 
effected against a third party where such third party is related to 
the persons acquiring control of a corporation in such a way that 
the deduction in the hands of the third party will secure for the per- 
sons making the ‘‘control acquisition’’ a benefit such persons would 
not otherwise enjoy. 

Entirely apart from the possible significance of this decision in 
broadening the group of persons or corporations against whom the 
disallowance may be effected, it unquestionably indicates that the 
deduction, credit, or allowance which is subject to disallowance may 
be one which arises out of a transaction which is related to, but is yet 
distinct from, the acquisition of control.” In other words, the deduc- 
tion, credit, or allowance need not be one which is ‘‘built-in’’ by rea- 
son of its being automatically available, e.g., surtax exemption, or 
available because of the business history of the acquired corpora- 
tion, e.g., loss carryovers and high basis-low value properties. This 
is believed to be a questionable extension of the statute. It does not 
require too much imagination to see the labyrinth of complexities 
and uncertainties to which this door leads. 


ADMINISTRATIVE RULINGS 


The only published Ruling * issued by the Internal Revenue Serv- 
ice respecting the scope of section 129(a)(1‘ held that the organ- 
ization of a subsidiary for the purpose of peri ..ting the subsidiary 
to qualify for the tax advantages available to Western Hemisphere 
Trade Corporations was not an acquisition prompted by a tax-avoid- 
ance motive and would thus not result in a disallowance of the sur- 
tax and excess profits tax exemption *! given to such corporations. 
The rationale underlying this Ruling was that: * 


79 Elko Realty Co., supra note 60, also supports this view. 

80 I.T. 3757, 1945 Cum. BuLL. 200. 

81 T.R.C. §§ 15(b) and 727(g) (1939). Section 922 (1954) allows an additional deduction 
to such corporations, 

82 Supra note 80, at 201-202, 
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... Congress sought to make this relief available to any domestic corpora- 
tion, provided only that it could satisfy the gross income and other specific 
requirements of those sections [109 and 727(g)] of the [1939] Code. The 
absence of any other restrictions or conditions relating to eligibility for such 
relief leads to the conclusion that the basic policy underlying those sections 
contemplates that they shall apply to any domestic corporation which can, 
for a particular taxable year, satisfy such conditions as are specifically set 
forth therein without regard to the time of, or the occasion for, the organiza- 
tion of such corporation. 


This Ruling is helpful, for example, in cases where a domestic cor- 
poration is acquired for the principal purpose of qualifying under 
and securing the tax relief granted by section 931, namely, the ex- 
clusion from gross income of items of income derived from a United 
States possession. But the usefulness of the Ruling is somewhat re- 
stricted by the necessity that the ‘‘ basic policy’’ underlying the vari- 
ous deduction, credit, or allowance sections of the Code must be con- 
sidered in order to determine whether under a particular fact situa- 
tion the section being examined was intended to be applicable where 
the benefit conferred by such section was the factor which prompted 
the transaction. 


RewatTion oF SectTION 1551 to Section 269 


Several statutory provisions functionally related to section 269 
have been added to the Internal Revenue Code in recent years. The 
first of these in point of time was section 15(c) of the 1939 Code, 
which was enacted in 1951. It applied, generally speaking, where a 
corporation transferred property, other than money, to a newly or- 
ganized or previously inactive corporation, which was controlled 
after such transfer by the transferring corporation or its share- 
holders, or both. Its effect, operative principally against the trans- 
feree, was to disallow the $25,000 surtax exemption and the $25,000 
minimum excess profits credit, in whole or in part, for each taxable 
year during any part of which such control was maintained. Such 
disallowance could be avoided by proving that the securing of such 
exemption or credit was not a ‘‘major purpose’’ of the transfer. In 
order to sustain the burden of proving that the securing of the sur- 
tax exemption or the accumulated earnings credit was not a major 
purpose prompting the transfer, the taxpayer was required to sub- 
mit proof constituting a clear preponderance of the evidence. 

Section 1551 of the 1954 Code is a re-enactment of section 15(c), 
with certain minor changes, namely, the elimination of the provi- 
sion relating to the excess profits credit and the addition of a pro- 
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vision disallowing the accumulated earnings credit.** Section 1551 
was later amended by section 205 of the Small Business Tax Revi- 
sion Act of 1958. That amendment, effective with respect to taxable 
years beginning after December 31, 1957, is essentially clerical, de- 
signed to take into account the increase from $60,000 to $100,000 in 
the amount of the accumulated earnings credit.** 

The Congressional debate attending the enactment of section 15(c) 
strongly emphasizes the fears which had arisen concerning the ap- 
parent weakness of section 129 of the 1939 Code. In particular, it 
was feared that grocery and other retail chain stores would seek to 
organize each branch store as a subsidiary, thus bringing about a 
tremendous loss of revenue, not to mention the resulting shift in the 
tax burden.* As expected, section 1551 has proved to be a stronger 
measure in this limited area than section 269.*° 

Nevertheless, section 129 was not intended to be abrogated or lim- 
ited by the new provision. In fact, section 1551 provides, by an in- 
corporating reference to section 269(b), that the Secretary or his 
delegate may apportion the surtax exemption or the accumulated 
earnings credit between the transferor and transferee corporations 
to the extent consonant with the policy behind the respective allow- 
ances.*® 


83 T.R.C. § 535(c) (2) and (3) (1954). 

84 Pub. L. No. 85-866, 85th Cong., 2d Sess. § 250 (1958). 

85 97 Cona. Rec. 6917-6918, 11737-11738. 

86 Coastal Oil Storage Co. v. Comm’r, 242 F.2d 396 (4th Cir. 1957); Central Valley 
Management Corporation v. United States, 165 F.Supp. 243 (N.D.Cal. 1958); Theatre 
Concessions, Ine., 29 T.C. 754 (1958) (transfer of leasehold interest in the concessions 
operated in parent corporation’s theatres). But see Contract Battery Mfg. Co. v. Tomlin- 
son, 58-2 U.S.T.C. J 9655 (S.D.Fla. 1958) (jury verdict for taxpayer), and Airlene Gas 
Co., Inc. v. United States, 58-2 U.S.T.C. 7 9805 (W.D.Ky. 1958) (sale at book value of 
part of corporate properties to shareholders in exchange for notes, followed by a transfer 
of the properties to a newly organized corporation in exchange for stock; new corporation 
then purchased accounts receivable from old corporation, giving its debentures in exchange ; 
all transactions occurred before enactment of section 15(¢) of the 1939 Code and hence 
bona fides was not questioned ; the Court held no ‘‘transfer’’ had occurred). 

87‘... It is not intended that the new subsection shall in any way delimit or abrogate 
any of the existing provisions of the code (including sec. 129), or any principle established 
by judicial decision, which have the effect of preventing the avoidance of income or excess 
profits taxes.’’ H.R. Rep. No. 1213, 82d Cong., 1st Sess. 68 (1951). 

88 See. 1.551-1(b) (2) (1955) contains the following example: ‘‘. . . Corporation A 
transfers on January 1, 1955, all its property to Corporations B and C in exchange for all 
the stock of such corporations. Immediately thereafter, Corporation A is dissolved and its 
stockholders become the sole stockholders of Corporations B and C. Assuming that Corpo- 
rations B and C are unable to establish by the clear preponderance of the evidence that the 
securing of the surtax exemption provided in section 11(¢) or the accumulated earnings 
credit provided in section 535 or both, was not a major purpose of the transfer, the Com- 
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Thus it appears that in this area section 269 was intended to per- 
form primarily an interstitial function, operating in certain cases 
which, because of the specificity of section 1551, are not within the 
prohibition of the latter section. Accordingly, it may be helpful to 
point out some of the other distinctions, aside from the ‘‘ principal 
purpose’’ versus the ‘‘major purpose’’ test, between the two sec- 
tions. 

Since control is defined, for purposes of section 1551, as the owner- 
ship of stock possessing at least 80 per cent of the total combined 
voting power of all classes of stock entitled to vote or at least 80 per 
cent of the total value of shares of all classes of stock of a corpora- 
tion, certain acquisitions will meet the 50 per cent control test of 
section 269 while failing to meet the 80 per cent test of section 1551. 

Moreover, the Regulations® indicate that the 80 per cent control 
need not exist immediately after the transfer, it being sufficient if 
such control is subsequently acquired by the transferor corporation 
or its shareholders, or both, at any time thereafter. In such cases, 
the disallowance will be effective for the year in which the necessary 
control is acquired, as well as for all subsequent years during any 
part of which such control exists. Thus, it is quite possible that an 
acquisition of control involving a transfer of corporate property to 
a newly created or inactive corporation, by virtue of meeting the 
50 per cent test of section 269 but not the 80 per cent test of section 
1551, will fall potentially within section 269 in the year in which the 
transfer occurs. Then, if the Commissioner should fail to effect a dis- 
allowance under that section, a subsequent acquisition of stock in the 
transferee by the transferor corporation or its shareholders might 
well bring the aggregate stockholding up to the 80 per cent level, 
with the result that the Commissioner could invoke section 1551 to 
effect a disallowance for that year and subsequent years during 
which such controls were maintained. 

The nature of the property transfer, whether taxable or tax-free, 
will be deemed unimportant for the purpose of section 1551.% Thus, 
the transfer might involve a divisive reorganization carried out pur- 
suant to sections 368(a)(1)(d) and 355; the organization of one or 
more subsidiaries pursuant to section 351; a tax-free exchange pur- 
suant to section 1031 of properties of like kind held for investment 
missioner, nevertheless, has authority under sections 1551 and 269(b) to allow one such 


exemption and credit and to apportion such exemption and credit between Corporations B 
and C.’’ 


89 Reg. See. 1.1551-1(e) (2) (1955). 
90 Reg. See. 1.1551-1(d) (1955). 
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or productive use in a trade or business in cases where the transferee 
is an inactive corporation at the time of the exchange; a lease; * or 
a sale exchange under some circumstances. 

The Regulations permit the transfer of cash to a newly created 
corporation for the purpose of expanding the business of the trans- 
feror even though following such transfer the transferee corpora- 
tion uses the cash to purchase stock-in-trade from the transferor.* 
This provision in the Regulations apparently stems from the Report 
of the staff of the Joint Committee on Internal Revenue Taxation.” 
This might seem to be a loophole almost as wide as the statute itself. 
Surely very little distinction can be made between a transfer of 
property and a transfer of cash followed by a purchase from the 
transferor of the very same property. It seems very likely that the 
critical factor in any such transfer and purchase would be a bona 
fide attempt to expand the business; absent this factor, the form 
versus substance rule may well apply. 

In view of the recent decision in James Realty Co. v. United 
States,* holding that section 129 was applicable where a real estate 
developer employed multiple corporations to carry on this business, 
and therefore disallowing the corporate taxpayer the surtax ex- 
emption and the excess profits credit, it is certainly questionable 
whether multiple incorporation will be successful even where the 
purpose is expansion of a going corporate enterprise. 

It should also be observed that the rules pertaining to constructive 
ownership of stock contained in section 544 apply to section 1551 for 
the purpose of determining whether the necessary control exists. 
A modification has, however, been made in respect of family attribu- 
tion, one’s family being deemed limited to the spouse and minor 
children.* The question might arise whether the interstitial function 
of section 269 should extend to a case where the corporate trans- 
feree’s shares are owned 79 per cent by the transferor or its share- 
holders and 21 per cent by the adult son of a majority shareholder 
of the transferor, assuming that none of the rules for attribution 
other than the family rule, as modified, is applicable.** In view of 


91 Rev. Rul. 57-202, 1957-1 Cum. BuLt. 297. 

92 Reg. Sec. 1.1551-1(d) (1955). 

93 SEIDMAN, LEGISLATIVE HIsTORY OF FEDERAL INCOME AND Excess Prorits Tax Laws, 
1953-1939, 1185 (1954). 

94 59-2 U.S.T.C. 7 9960 (D.Minn, 1959). 

95 I.R.C. § 1551 (1954). 

96 Apart from the family attribution rule, section 544 (1954) provides that: (1) stock 
owned by or for a corporation, partnership, estate, or trust is attributed proportionately to 
its shareholders, partners, or beneficiaries; (2) stock owned by or for a partner is attrib- 
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the legislative history, which clearly shows that enactment of sec- 
tion 15(c) of the 1939 Code was not intended to abrogate section 129 
of the 1939 Code, it is concluded that section 269 will apply where 
both the subjective and the objective tests specified therein are met. 


CoNCLUSION 


It is extremely difficult to forecast what additional applications of 
section 269 the Commissioner may seek to effect. However, in view 
of the way the tide has turned in favor of the Commissioner, it seems 
safe to conclude that this is a section of the Code which can no longer 
be ignored in tax planning. 
uted to each of the other partners who is an individual; (3) a person is deemed to own 
stock which he has under option; and (4) outstanding securities convertible into stock 


(whether or not convertible in the taxable year in which the attribution is made) are 
deemed to constitute stock. 
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Pending Legislative Changes in the 
Taxation of Short-Term and 


Controlled Trusts 
FRANK 8. BERALL 


ais settlements involving gifts in trust have traditionally been 
used by the affluent to provide income for their less fortunate rela- 
tives while protecting the latter from their own improvidence, inex- 
perience, or inability to manage money. Since the start of income 
and estate taxation, trusts have also been used to save taxes. Many 
ingenious avoidance schemes have involved trusts whose grantors 
retained substantial ownership rights. Concurrently with the growth 
of such devices, Congress, the Treasury, and the courts evolved rules 
to protect the revenues and the progressiveness of the rate structure 
from them. Loopholes which had enabled high-bracket taxpayers to 
reduce their family’s tax burden by creating short-term and con- 
trolled trusts (hereafter called ‘‘grantor trusts’’) to shift income, 
but not ownership and control, to other family members were closed. 

Subpart E of subchapter J of the 1954 Code * is the culmination of 
the development of definitive rules taxing grantor trust income, but 
experience since its enactment has revealed some defects. There is a 
pending bill? to revise the grantor trust rules * in accordance with 
recommendations of an Advisory Group.‘ Before an analysis of 


FRANK 8, Breraut (B.S. 1950 and LL.B. 1955, Yale University ; LL.M. in Taxation 1959, 
New York University School of Law) is a member of the New York Bar and is associated 
with Townley, Updike, Carter & Rodgers, New York City. 

1 I.R.C. §§ 671 through 678 (1954). 

2 H.R. 3041, 86th Cong., Ist Sess. (1959), introduced by Representative Mills. 

3 H.R. 3041 revises most of Subchapter J (income taxation of estates, trusts, bene- 
ficiaries, and decedents) and makes conforming amendments elsewhere in the Code. Re- 
visions to the grantor trust rules, sections 671 through 677 of the Code, are contained in see- 
tions 14 through 17 of the bill, while section 10 revises section 678 of the Code, taxing 
trust income to persons other than grantors. 

4 Advisory Group on Subchapter J of the Internal Revenue Code of 1954, appointed by 
the Subcommittee on Internal Revenue Taxation Nov. 28, 1956. Its FinaL REPORT ON 
Estates, TRUSTS, BENEFICIARIES, AND DECEDENTS, 86th Cong., 1st Sess. 257 (1959), was 
submitted to Representative Mills Dec. 30, 1958, incorporating the contents of the 
REVISED First Report of Nov. 22, 1957, an addendum of March 31, 1958 (based on Sub- 
committee Hearings of Feb. 3, 1958), which revised the Nov. 1957 Report and a Special 
Report of June 30, 1958, on certain questions of estate income taxation. It was followed 
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these proposed changes * can be understood, an outline of the evolu- 
tion of the present rules and an explanation are necessary. 


DEVELOPMENT OF THE GRANTOR Trust Ruues BEroreE THE 1954 Cope 


The only grantor trust provisions prior to the 1954 Code were the 
predecessors of sections 676 and 677 dealing, respectively, with rev- 
ocable trusts and trusts whose income could be used to benefit the 
grantor. Scetion 676 originated as section 219(g) of the Revenue 
Act of 1924,° passed to close a loophole * opened in 1922 when the 
Treasury ceased taxing revocable trust income to the grantor * and 
recognized these trusts and their grantors as separate taxpayers.’ 
Section 219(g) taxed the grantor on income from any part of a trust 
over which he alone or in conjunction with someone not a beneficiary 
had a power of revocation during the taxable year. 

At the same time, the ancestor of section 677, section 219(h),”° 
taxed trust income to the grantor where he alone or in conjunction 
with someone not a beneficiary had discretion to distribute or hold 
it for future distribution to himself or use it to pay his life insurance 
premiums, unless the policies were payable to charity. Congress in- 
tended to stop the tax avoidance occurring where a trust could have 
its income distributed to the grantor or used for his benefit.” 

In 1932, the substantial adverse interest test was brought in ” so 
as to prevent a grantor from reserving power to revoke part of the 
trust corpus in conjunction with a beneficiary having a very minor 


on Feb. 25, 1959, by a Summary or THE SUBCHAPTER J ADVISORY GROUP RECOMMENDA- 
TIONS ON ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS, prepared for the Ways and 
Means Committee by the staff of the Joint Committee on Internal Revenue Taxation, char- 
acterizing the recommendations regarding grantor trusts as ‘‘ relatively minor.’’ Id. at 254. 

5 Hearings Before the House Committee on Ways and Means on Advisory Group Recom- 
mendations on Subchapters C, J and K of the Internal Revenue Code, 86th Cong. 1st Sess. 
254 (1959). H.R. 3041 will probably be reported to the House early in 1960. 

6 43 Srart. 275, 

7 Discussion of section 219(g) by the House, 65 Cone. Rec. 2429 (1924). It was later 
held that section 219(g) could be regarded as clarification of an originally obscure expres- 
sion of legislative intent. Stoddard v. Eaton, 22 F.2d 184 (D.Conn. 1927), which considered 
losses of a revocable trust (in 1919-1921) to be the grantor’s. But ef. Warden v. Lederer, 
24 F.2d 233 (E.D.Pa. 1927). 

8 O.D. 621 and O.D. 676, 3 Cum. BULL. 202 and 371 (1920). 

9 L.O. 1102, I-2 Cum. Buu. 50 (1922), revoking sub silento O.D. 621 and O.D. 676, ibid., 
according to I.T. 1589, [I-1 Cum. BuLu. 51 (1923). 

10 Revenue Act of 1924, ch. 234, § 219(h), 43 Srar. 277. 

11 H.R. Rep. No. 179, 68th Cong., 1st Sess, 21 (1924). It was believed that trust income 
used to pay premiums on policies payable to charities should not be taxed to the grantor 
since it was not being used for his personal benefit. S. Rep. No. 398, 68th Cong., 1st Sess. 
25-26 (1924). 

12 Revenue Act of 1932, §§ 166 and 167, 47 Sra. 221. 





ce 





1960| = PENDING CHANGES—SHORT-TERM AND CONTROLLED TRUSTS 169 


interest, which gave the grantor almost the same control as a sole 
power of revocation.”* 

Meanwhile, both the Treasury and the Courts held that where a 
trust’s terms required the grantor to give a year and a day’s notice 
of revocation, so long as he gave no notice during the taxable year, 
the trust’s income was not taxable to him.’* Congress realized that 
these ‘‘year and a day’’ trusts were enabling grantors to avoid taxes 
on income from revocable trusts.’* Accordingly, in 1934 it closed the 
loophole by deleting the words ‘‘during the taxable year’’ from both 
sections.’® 

The only other pre-1954 Code substantive change restored the rule 
that existed prior to Helvering v. Stuart ** which was based upon 
earlier cases and rulings holding that where trust income could be 
used to support the grantor’s dependents but was not so used, it was 
not taxable to the grantor.'’* In Helvering v. Stuart the Supreme 
Court held that trust income could be used for the support of minors, 
and that all income thus usable, whether or not so used, was taxable 
to the parent-grantor under section 167 of the 1939 Code. Congress, 
believing the old rule sound and the new one fraught with adminis- 
trative difficulties,’* restored the former.”® 

The other grantor trust rules were gradually evolved by the courts 
and the Treasury before codification -in 1954. In 1934 the Treasury 
unsuccessfully requested Congress to tax grantors of short-term 
trusts.2! Next came some cases which looked beyond the technical 


13 H.R. Rep. No. 708, 72d Cong., 1st Sess. 25 (1932). The Ways and Means Committee 
believed that it was yet to be established that this avoidance device accomplished its pur- 
pose; nevertheless, it was considered expedient to make a change. Congress intended to nar- 
row provisions favoring grantors. Flood v. West, 133 F.2d 173 (1st Cir. 1943). 

14 See, e.g., G.C.M. 11640, XII-1 Cum. BuLL. 144 (1933), and Langley v. Comm’r, 61 
F.2d 796 (2d Cir. 1932). 

15 H.R. Rep. No. 1385, 73d Cong., 2d Sess. 24 (1934), and remarks in 78 Cong. Rec. 6471 
(1934). 

16 Revenue Act of 1934, §§ 166 and 167, 48 Stat. 729. 

17 317 U.S. 154 (1942). 

18 H.R. Rep. No. 871, 78th Cong., 1st Sess. 32-33 (1943). See, e.g., Chandler v. Comm’r, 
119 F.2d 623 (3d Cir. 1941). 

19 H.R. Rep. No. 871, 78th Cong., 1st Sess. 50-52 (1943). 

20 Revenue Act of 1943, ch. 63, § 134(a), 58 Srar. 51 (1944). 

21 Hearings Before the House Committee on Ways and Means on Revenue Revision, 1934, 
73d Cong., 2d Sess. 151, and H.R. Rep. No. 1385, 73d Cong., 2d Sess, 24 (1934). Under the 
1934 Act the Treasury tried to claim that a reversionary interest in the grantor was a power 
to revest corpus, within the meaning of section 166. Reg. 86, Art. 166-1. This position was 
abandoned by T.D. 4629, XV-1 Cum. BuLL. 140 (1936), which revised the Regulations. 
Nevertheless, the revised Regulations, Reg. 111, See. 29.166-1, as amended by T.D. 5488, 
1946-1 Cum. BuLL. 19, limiting applicability to pre-1946 taxable years, still disregarded 
purported trusts set up for tax-avoidance purposes that lacked substance. But after Phebe 
W. McK. Downs, 36 B.T.A. 1129 (1937), holding a possibility of reverter not to be the 
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shield of a trust entity to tax grantors of controlled trusts, on the 
theory that there was a ‘‘flow of satisfaction or benefit’’ to the 
grantor.” Initially this was limited to cases where there was a de- 
monstrable benefit representing economic gain to the grantor. Later 
it was widened as a corollary of the theory that income cannot be 
assigned to avoid taxation.”* 

In 1940 Helvering v. Clifford * established general rules for tax- 
ing grantor trusts. This landmark case taxed income of a short-term 
(five-year) trust to a grantor * who had retained so large a bundle 
of rights that he was held to be its substantial owner. Besides being 
the trustee, he had sole discretion over the amount of income to be 
distributed and wide powers of control over the corpus. 

The Supreme Court invited the Treasury to supply more precise 
standards for taxing grantors in similar cases, and there was a flood 
of these in which each set of facts was examined to determine the 
applicability of the Clifford rule, resulting in much confusion. 

Provisions ** taxing persons other than grantors as substantial 
owners of trusts arose out of Mallinckrodt v. Nunan,”" where the tax- 
payer was the beneficiary of a trust over which he was held to have 
rights and powers no less substantial than those possessed by the 
grantor in Clifford. The income was taxed to him as the true owner 
on the theory that he had command of it. 

In 1946 the Treasury attempted to set definite standards in the 
erantor trust field, promulgating what became known as the Clifford 
and Mallinckrodt Regulations.** Based on the cases of the same 
names, the Regulations departed from the ordinary rules of taxing 
trusts, on the theory that to apply them would probably permit the 
grantor or other person with substantial ownership of corpus or 


power to revest described in section 166 of the 1934 act, the Treasury ruled that trust income 
would not be taxed to a grantor where he retained a reversionary interest. I.T. 3238, 1938-2 
Cum. BULL. 204. 

22 Burnett v. Wells, 289 U.S. 670 (1933) ; Du Pont v. Comm’r, 289 U.S. 685 (1935) ; and 
Douglas vy. Willeuts, 296 U.S. 1 (1935). Taxing the grantor was justified on the grounds 
that income was actually being applied for his benefit. 

23 6 MERTENS, FEDERAL INCOME TAXATION § 37.04 (Zimet rev. ed. 1957). 

2+ 309 U.S, 331 (1940). 

25 Under section 22(a) of the Revenue Act of 1934, ch. 277, 48 Srar. 686, which defined 
the term ‘‘ gross income.’’ 

26 T.R.C. § 678 (1954). 

27 146 F.2d 1 (8th Cir.. 1945), cert. denied, 324 U.S. 871, rehearing denied, 325 U.S. 892 
(1945). 

28 T.D, 5488, 1946-1 Cum. BuLL. 19; Reg. 113, Sec. 29.22(a)-21 and 22, as amended by 
T.D. 5567, 1947-2 Cum Bu... 9. Inasmuch as the principles contained in these Regulations 
were codified by subpart E of the Code, their provisions are not described in detail. 
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income to escape tax on income which should rightfully be taxed to 
him. They incorporated some of the judicial rules which had been 
evolved in applying the 1939 Code section 22(a) definition of gross 
income as income derived from property ownership where the 
grantor or other person was found to possess such a bundle of rights 
with respect to a trust as to make him in substance its owner. But 
the bundle-of-rights test of Clifford was replaced by independent 
standards, as use of combinations of factors of control to impose 
taxability would have led to very complicated provisions. If a trust 
failed to meet any one of the separate and independent tests, income 
was taxed to the grantor or another person who was deemed to have 
substantial ownership thereof. Also, all trusts reverting to the 
grantor within ten years or within 15 years were taxed to him where 
he retained certain controls. 

The Regulations caused a storm of protest, particularly at the be- 
ginning. Much of the unfavorable comment was directed at their 
legislative nature.” However, as experience was gained under them, 
practitioners found that their certainty was preferable to the va- 
garies of the numerous and frequently conflicting court decisions,” 
and there was a substantial decline in grantor trust litigation.” 
Although the Regulations imparted considerable certainty to this 
much-litigated area, they did not possess the definitiveness of a 
statute, and there was doubt that they would be sustained as a legit- 
imate exercise of Treasury rule-making power.* Accordingly, pro- 
posals were made that Congress tax grantor trusts.* 


29 See, e.g., Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule, 
2 Tax L. Rev. 7 (1946), and list of articles in 6 MERTENS, op. cit. supra note 23, § 37.01 n. 8. 

380 Holland, Kennedy, Surrey, and Warren, A Proposed Revision of the Federal Income 
Tax Treatment of Trusts and Estates—American Law Institute Draft, 53 Cou. L. Rev. 316 
(1953). 

31 Craven, Practical Uses and Problems of Short Term Trusts in PROCEEDINGS OF NEW 
York UNIVERSITY SIXTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 903, 905 (1958). 
An important reason for this, apart from the more exact standards of the Regulations, was 
the income-splitting provisions of section 301 of the Revenue Act of 1948, ch. 168, 62 Strat. 
114, which eased the need for tax-alleviating trusts. 6 MERTENS, op. cit. supra note 23, 
§ 37.04. 

32 See, e.g., Comm’ v. Clark, 202 F.2d 94 (7th Cir. 1953). 

33 Proposals to tax a grantor if he had a right to change beneficiaries, tax a grantor on 
trusts for less than five years, and not to tax a grantor who had the right to distribute or 
accumulate income for a beneficiary were made during Hearings Before the House Ways 
and Means Committee on Revenue Revision, 1947-48, 80th Cong., 1st Sess. 3621, 3647, 3648, 
3858, 3864, and 3878 (1947), in connection with the Revenue Act of 1948, 62 Srar. 110. 
There also were hearings on excluding the taxation of trust income from the scope of section 
22(a) of the 1939 Code (id. at 1553, 3193, 3200, and 3201) and in connection with taxing 
the beneficiary of a trust in all instances (id. at 3229-3231). 





172 TAX LAW REVIEW [Vol. 15: 


EXPLANATION oF Suspart FE anp Proposep CHANGES THEREIN 


When the 1954 Code was being drafted, Congress decided to cod- 
ify the grantor trust rules rather than leave them to Regulations.* 
In addition to incorporating the 1939 Code provisions dealing with 
revocable trusts and trusts whose income is for the grantor’s bene- 
fit, it generally adopted the approach of the Clifford and Mallin- 
ckrodt Regulations with certain modifications. The balance of this 
article will describe the present grantor trust rules and analyze the 
proposed changes in each provision, commenting on their desira- 
bility and effectiveness. 


A. Trust Income ATTRIBUTABLE TO GRANTORS AND OTHERS 


Section 671 sets the tone for the grantor trust rules by providing 
that trust items will be included in computing taxable income and 
credits of the grantor or another person only as specified in subpart 
EK. The former rules taxing income to a grantor or another person 
solely on the grounds of dominion and control over the trust ** no 
longer apply. Congress intended to tax Clifford and Mallinckrodt 
trusts only under subpart E,* but the principles governing taxabil- 
ity of income to a grantor for reasons other than dominion and con- 
trol over the trust, such as where future income is assigned, were not 
intended to be affected by it.** Section 671 provides that where sub- 
part E treats the grantor or other person as owner of any portion 
of a trust, the income and other items attributable to that portion of 
the trust are to be included in computing taxable income of the 
grantor or other person, while any remaining portion of the trust 
is taxable under the usual rules of trust taxation.* 

The Advisory Group proposes to take out of subpart E the sec- 
tion 678 substantial ownership rules that apply to a person other 
than the grantor ; thus only the grantor trust rules will remain.*® To 
tax trusts where someone other than the grantor is deemed to be a 
substantial owner, it is proposed to add a new section to subpart OC; *! 


34 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 63 (1954). See also, The Internal Revenue 
Code of 1954, Trusts, Estates and Beneficiaries, 54 Cou. L. Rev. 1237, 1260 (1954). 

85 T.R.C. §§ 166 and 167 (1939). 

36 T.R.C. § 22(a) (1939), now I.R.C. § 61 (1954). 

37 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A210 (1954). 

38 Ibid. Subpart E does not apply to alimony trusts and trust income in ease of a divorce 
where income is taxed to the grantor’s spouse under sections 71 and 682, respectively. Reg. 
See. 1.671-1(b) (1956). 

39 Subparts A through D of Subchapter J (§§ 641 through 668). 

40 FINAL REPORT, op. cit. supra note 4, at 310. 

41 Proposed Bill, Section 664, id. at 299, 
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accordingly, references to persons other than the grantor will be de- 
leted from section 671.*? 

This proposed change to the organization of Subchapter J gives 
better cohesiveness to the grantor trust rules by eliminating from 
them and placing in a more logical place the rules dealing with 
trusts whose income is taxed to persons other than the grantors as 
substantial owners. But one result may be to treat a person other 
than the grantor less favorably.** The proposed deletions from sec- 
tion 671 are, along with most other proposed changes, to be oper- 
ative with respect to existing as well as future trusts, but only for 
taxable years ending after their enactment.** 

The only other proposed amendment to section 671 is designed to 
eliminate any possible doubt that when a corporate grantor is 
treated as the owner of any portion of a trust, its income is to be de- 
termined as though computing it against the tax of a corporation.* 
Existing Regulations ** give this interpretation, and it is proposed 
that the end of the first sentence of said section be retroactively 
amended (to its original effective date) by substituting the words 
‘‘the grantor’’ for ‘‘an individual.’’ ** The proposal seems sensible, 
since litigation might arise over the point, but the bill only amends 
section 671 prospectively. 

Section 671 requires the grantor or other substantial owner of a 
trust to pay the tax. The Advisory Group did not consider whether 
the trust or the beneficiaries should be made secondarily liable if the 
grantor has insufficient funds. A principle of secondary liability 
similar to that contained in section 6324(b), which makes a donee 
personally liable for his donor’s unpaid gift tax, should apply where 
income tax cannot be collected from the grantor or other person 
liable for it. 


B. Rute Wuere Aa Power Is Suspect To a ConDITION PRECEDENT 


Section 672(d), in which no changes are proposed, is designed 
to prevent tax avoidance through the use of contingent powers.* It 
holds that a person has a power even though its exercise is subject 


42 H.R. 3041, 86th Cong., Ist Sess. § 14 (1959). 

43 Comments by the Philadelphia Bar Association Committee on Taxation, Hearings, note 
5 supra, at 804. See discussion pp. 185-189 infra. 

44 H.R. 3041, 80th Cong., Ist Sess. §1(b) (1959). 

45 FINAL REPORT, op. cit. supra note 4, at 310-311. 

46 Reg. Sec. 1.671-2(c) (1956). 

47 H.R. 3041, 86th Cong., 1st Sess. § 14 (1959). The Philadelphia Bar Association op- 
poses the retroactive feature. Hearings, note 5 supra, at 804. 

48 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A213 (1954). 
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to a required notice or it takes effect only on expiration of a certain 
period of time after its exercise. 


C. Grantor TREATED as SUBSTANTIAL OWNER WHERE HE Has Power 
to ControL BENEFICIAL ENJOYMENT 


Section 674(a) treats the grantor as owner of any portion of a 
trust in respect of which the beneficial enjoyment of corpus or in- 
come is subject to a power of disposition, exercisable by the grantor 
or a non-adverse party or both, without approval or consent of any 
adverse party. Section 672(a) defines an adverse party as one having 
a substantial beneficial interest in a trust which would be adversely 
affected by his exercise or non-exercise of a power over it. Regula- 
tions state that a trustee is not adverse merely because of his in- 
terest as trustee. An interest is substantial if its value in relation to 
the total value of the property subject to the power is significant.*® 
Section 672(b) defines a non-adverse party as one not an adverse 
party. These definitions are important wherever a power is held by 
someone other than the grantor whose actions may be attributed to 
the grantor. No changes are proposed in sections 674(a), 672(a), or 
672(b). 


D. Exceptions ror Certain PowErs 


The general rule of section 674(a) has numerous exceptions, in- 
cluding some that have an exception to them.® There are two cate- 
gories of excepted powers: those in section 674(b) which may be 
held by anyone, including the grantor, and powers in sections 674(c) 
and (d) that may be held only by persons other than the grantor who 
are not subservient to him. Although the Advisory Group failed to 
consider the point, section 674 would be clearer if all the exceptions 
were stated first, that is, cases where the grantor is not taxable, fol- 
lowed by the general rule taxing income to the grantor in all other 
cases.™? 


1. Testamentary power. Section 674(b) (3) excepts a power exer- 
cisable only by will from the general rule, so that such a power sub- 


49 Reg. See. 1.672(a)-1 (1956). 

50 The exceptions of section 674(b) (3), (4), (5), (6), (7), (8), (¢) and (d), as well as 
the exception to the exceptions of sub-paragraphs (5), (6), and (7) and subsections (c) 
and (d) are dealt with here; the exception contained in section 674(b) (1) is discussed in 
connection with support trusts and that of section 674(b) (2) is considered along with re- 
versionary interests, infra pp. 192-193 and pp. 196-197, respectively. 

51 But see Nance, Taxation of Trust Income to Grantors and Others as Substantial 
Owners of the Property, 33 TaxEs 899, 901 (1954), which comments favorably on the 
present format. 
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jects the grantor to tax only where income is or may be accumulated 
for testamentary disposition by him or by a non-adverse party with- 
out approval or consent of an adverse party. It is proposed to apply 
this exception to a power exercisable by deed effective after the 
death of the holder.** The Advisory Group points out that both inter 
vivos and testamentary powers that can affect only beneficial enjoy- 
ment of income where the donee’s life expectancy is ten years or 
more are excepted by section 674(b) (2). Since a power to appoint by 
deed effective after its holder’s death is similar to a power to ap- 
point by will, the Advisory Group thought it logical to treat them 
the same under section 674(b) (3). 

An example of the proposed amendment’s operation is a case 
where an independent trustee may sprinkle income among a group 
consisting of the grantor’s wife and issue; any accumulated income 
is to be added to principal, and on the wife’s death principal and ac- 
cumulated income are to be paid to the grantor’s issue, in accordance 
with her inter vivos or testamentary power of appointment, with 
provisions in default of appointment preventing a reversionary 
interest in the grantor. The wife’s power will not make the grantor 
taxable under the proposed amendment, although her power to ap- 
point by deed would make him taxable under existing law. This pro- 
posed change effectively eliminates an unintended hardship. 


2. Powers to allocate among charitable beneficiaries and between 
income and corpus. No changes are proposed in the section 674(b) 
(4) exception of a power to determine income or corpus beneficiaries 
if they are charities nor to section 674(b) (8) which excepts a power 
to allocate receipts and disbursements between corpus and income. 
The latter was designed to prevent a power normally vested in a 
trustee for purposes of conforming to trust accounting principles 
from being construed as a power to determine beneficial enjoyment 
if vested in the grantor as trustee. 


3. Power to distribute corpus. Section 674(b) (5) excepts a power 
to invade corpus for a beneficiary, under certain conditions, but does 
not apply if anyone may add beneficiaries other than after-born or 
after-adopted children. The only change proposed, discussed infra,™ 
affects this exception to it. 


52 Finav REPORT, op. cit. supra note 4, at 313-314. 
53 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A215 (1954). 
54 See discussion pp. 180-182 infra. 
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4. Power to withhold income temporarily. Section 674(b) (6) ex- 
cepts a power to pay or accumulate income to or for any current in- 
come beneficiary, provided that any accumulations are ultimately 
payable to him or his appointees. Accumulations are considered so 
payable, although payment is to be made to contingent beneficiaries 
in the event the primary beneficiary does not survive the distribu- 
tion date, if this may reasonably be expected to occur within his life- 
time. Thus, the grantor is not taxed merely because he may postpone 
payment to an income beneficiary for a reasonable period of time, 
provided it is not so long that the effect of the power is the same as 
though it permitted allocation of income between income beneficiary 
and remainderman.” 

This paragraph also contains the same exception as that in sec- 
tion 674(b) (5). Besides the change proposed in this exception, it is 
proposed to reorganize and re-phrase section 674(b) (6) to clarify 
it. One other substantive change is made, i.e., excluding the 
grantor and his estate as possible appointees if the paragraph is to 
apply. The rest of the rewording is based upon the Regulations. 

The Advisory Group explained ** that at the present time where 


55 See note 53 supra. 

56 FINAL REpoRT, op. cit. supra note 4, at 316. 

57 Reg. Sec. 1.674(b)-1(b) (6) (1956). Section 15(¢) of the Proposed Bill amends see- 
tion 674(b) (6) (A) and (B), adds new sub-paragraphs (C) and (D), and deletes the next 
to the last sentence of paragraph (6), providing an exception for a power to withhold in- 
come temporarily if the accumulation is ultimately payable, as follows: 

**(A) to the beneficiary from whom distribution or application is withheld or to his 
estate, or 

**(B) to the beneficiary from whom distribution or application is withheld, or if he does 
not survive a date of distribution which could reasonably be expected to occur within his 
lifetime, to his appointees (or alternate takers in default of appointment) under any power 
of appointment, whether or not general (provided no appointment under a power other 
than a general power can be made to the grantor or his estate) or if he has no power of 
appointment to one or more designated alternate takers (other than the grantor or the 
grantor’s estate) whose shares have been irrevocably specified in the trust instrument, or 

**(C) to the appointees of the beneficiary from whom distribution or application is with- 
held (or persons named as alternate takers in default of appointment) provided that such 
beneficiary possesses a power of appointment which excludes the grantor and his estate as 
a possible appointee, and does not exclude from the class of possible appointees any other 
person other than the beneficiary, his estate, his creditors, or the creditors of his estate, or 

**(D) on termination of the trust, or in conjunction with a distribution of corpus which 
is augmented by the accumulated income, to the current income beneficiaries in shares which 
have been irrevocably specified in the trust instrument, or if any beneficiary does not sur- 
vive a date of distribution which would reasonably be expected to occur within his lifetime, 
to his appointees (or alternate takers in default of appointment) under any power of ap- 
pointment, whether or not general (provided no appointment under a power other than a 
general power can be made to the grantor or his estate), or if he has no power of appoint- 
ment to one or more designated alternate takers (other than the grantor or the grantor’s 
estate) whose shares have been irrevocably specified in the trust instrument.’’ 

58 Fin au REpoRT, op. cit. supra note 4, at 316-317. 
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a grantor-trustee may pay income to his son or accumulate it, with 
the accumulation payable to his son’s appointees under a non-gen- 
eral power of appointment,” or in default thereof to designated per- 
sons, if the son’s power excluded the grantor-trustee as a possible 
appointee, the arrangement would be outside the exception and the 
grantor would be taxable. Section 677 (a) (1) taxes trust income to a 
grantor if it may be accumulated for future distribution to him in 
the discretion of a non-adverse party. The grantor-trustee’s power 
to accumulate income, together with his son’s power to appoint it to 
him, could cause income from a trust otherwise within the section 
674(b)(6)(A) exception to be taxed to the grantor. But under the 
pertinent Regulations,” if a trust is otherwise within this exception, 
section 677 will not tax the grantor just because of his son’s power 
of appointment. The latter is not general; thus accumulated income 
may be appointed to the grantor without adverse estate or gift tax 
consequences. Therefore, trust income may be passed back to a 
erantor-trustee as he needs it by his accumulating it and then having 
the beneficiary appoint it to him. To close this loophole it is recom- 
mended that unless the beneficiary’s power of appointment excludes 
the grantor and his estate as possible appointees, the grantor should 
be taxed. Proposed section 674(b)(6)(C) contains this provision, 
while sub-paragraphs (B) and (D) exclude the grantor and his es- 
tate as beneficiaries of any non-general power of appointment, so as 
to preclude any possibility that compliance with the statutory lan- 
guage would inadvertently cause the grantor to be taxed under sec- 
tion 677 (a) (1). 

The Advisory Group recommended that these changes should 
apply to existing trusts for taxable years ending more than a year 
after enactment, so as to give donees of such powers time to arrange 
to exclude their grantor as a possible appointee.*' However, the pro- 
posed statute submitted with the report had no provision for an 
effective date. This omission also exists in the pending bill. Section 
1(b) of the bill will make amended section 674(b) (6) effective for 
taxable years ending after the date of enactment. 

The Advisory Group probably realized that existing trusts are 
not set up to permit the beneficiaries to limit the exercise of their 
powers of appointment so as to exclude the grantor and his estate 
as possible appointees. Most trusts drawn in compliance with sec- 
tion 674(b)(6) give the beneficiary a broad non-general power of 


59 This is a power to appoint to a class, excluding the possessor, his estate, his creditors, 
or the creditors of his estate. IL.R.C. §§ 2041(b) (1) and 2514(e) (1954). 

60 Reg. Sec. 1.674(b)-1(b) (6) (i) (1956). 

61 FINAL REPORT, op. cit. supra note 4, at 317. 
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appointment that he may not cut down. Maybe the Advisory Group 
intended not to tax the grantor so long as the beneficiary does not 
appoint to him or his estate, but this runs counter to the policy of 
section 674 to tax grantors where a power exists, regardless of 
whether or not it is used, and can hardly be gleaned from the pro- 
posed draft statute which was incorporated in the pending bill. 

Even if the effective date of the amendment was delayed, its 
wording does not seem to permit cutting down the scope of the 
power of appointment in an unamendable trust. Therefore, if it is 
desired not to tax income of existing trusts to the grantor under this 
amendment, the latter should state that income will not be so taxed 
unless the beneficiary actually appoints accumulated income to him 
or to his estate. It would also be necessary to have complicated 
throwback provisions to prevent avoidance. 

It is doubtful that much revenue is being lost under section 674 
(b) (6), and most of this can be saved even if the amendment applies 
only to new trusts that may be drawn in the light of the amendment. 
Any other solution, including that of the pending bill, would be hard 
on existing trusts, most of which are not availing themselves of the 
loophole, or would further complicate section 674(b) (6), creating 
new tax problems for fiduciaries and administrative ones for the 
Commissioner. 

A recommendation that the reorganization and rewording of sec- 
tion 674(b)(6) be made retroactive to its original effective date ® 
is not in the bill, possibly because the Advisory Group failed to draft 
it into their statutory proposals. 


5. Power to withhold income during a beneficiary’s disability. The 
only change proposed in section 674(b) (7), which excepts from sec- 
tion 674(a) a power (exercisable only during the existence of a legal 
disability of any current income beneficiary or any income bene- 
ficiary’s minority) to distribute or accumulate income, is in the ex- 
ception to this exception. 


6. Powers of independent trustees. Section 674(c) excepts powers 
of independent trustees (other than the grantor) to allocate income 
or corpus among beneficiaries. No more than half of these trustees 
may be related or subordinate parties who are subservient to the 
grantor’s wishes. Section 672(c), in which no changes are proposed, 
defines a related or subordinate party as any non-adverse party who 
is: the grantor’s spouse (if living with him), his father, mother, 


62 Ibid. 
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issue, sibling, employee, a corporation or employee of a corporation 
in which he and the trust have voting control or a subordinate em- 
ployee of a corporation of which he is an executive. Such a party is 
presumed subservient to the grantor in respect of the exercise or 
non-exercise of powers conferred on him unless shown not to be sub- 
servient by a preponderance of evidence. 

Besides the proposed change in the exception to this exception 
for powers of independent trustees, it is proposed to broaden these 
powers so that if they are vested in three trustees, only one of whom 
is independent, the grantor will not be taxed under section 674(a) 
if unanimous consent is required to exercise the powers.® The Ad- 
visory Group points out * that family friction may be created by 
preferring one family member over another as trustee in order to 
satisfy existing law. The proposed change restores a rule that 
existed under the Clifford Regulations,® making such a preference 
unnecessary by applying section 674(c) if a majority of the trustees, 
no more than half of whom are related or subordinate parties, may 
exercise the power ; thus, concurrence of a trustee who is not such a 
party will be required to make up the majority. Where trustees, con- 
sisting of the grantor’s wife, his son (both subservient) and a trust 
company (independent), may spray income or corpus among the 
beneficiaries, section 674(c) will apply if the trust company’s con- 
sent is required to exercise the discretion.® 

Unfortunately, the difficulties posed by the subservience test of 
section 672(c) were not considered. Although the Code permits re- 
buttal of the presumption that a related or subordinate party is sub- 
servient, this poses a difficult question of fact for which there is no 
clear test, and the taxpayer is invited to manufacture evidence. 
While it would be desirable to set forth mechanical tests of sub- 
servience in the Code, this might overly complicate it. Either the 
Code should require that standards be prescribed by regulation, or 
it should conclusively presume that a related or subordinate party is 
subservient to the grantor so as to eliminate problems of proof. 


63 All of the changes to section 674(c), other than those to the exception thereto, are in 
the first paragraph which is shown in part below with additions italicized: 

‘*Subsection (a) shall not apply to a power solely exercisable . . . by a trustee or trus- 
tees other than the grantor and which is not exercisable without the concurrence of a trustee 
who is not a related or subordinate party subservient to the . . . grantor... .’’ 

64 Fin au REpoRT, op. cit. supra note 4, at 317. 

65 Reg. 118, Sec. 39.22 (a)—21(d) (2) (iii). 

66 Proposed Bill, Section 674(c), is broader than the Advisory Group indicates in their 
example in Fina Report, op. cit. supra note 4, at 318, inasmuch as it would apply if a ma- 
jority of the trustees, including the independent trustee, consents to exercise the power. 
Thus this example requiring unanimity is wrong. 
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7. Power to allocate income if limited by an external standard. } 
Section 674(d) excepts a power exercisable by a trustee, other than 
the grantor or his spouse, to sprinkle income among a class of bene- 
ficiaries or to accumulate it, if limited by a reasonably definite exter- 
nal standard. It is immaterial that the power may be held by a 
related or a subordinate trustee subservient to the grantor. The } 
exception applies where section 674(b)(6) and (7) does not apply 
because its stricter requirements are not met. Besides the proposed 
change in the exception to this exception, the words ‘‘none of whom 
is’’ in the first sentence are replaced with ‘‘other than’’ to conform 
section 674(d) to proposed section 674(c).™ 


8. The exception to the exception; the attribution sentence. The 
exceptions of section 674(b) (5), (6), and (7) and (c) and (d) all 
have an exception negating them so as to make subsection (a) ap- 
ply, attributing trust income to a grantor who has power to control 
beneficial enjoyment where anyone may add beneficiaries other than 
after-born or after-adopted children. The Advisory Group proposes 
amending these attribution sentences.® Its explanation, relating to 
section 674(c) (powers of independent trustees) but generally ap- 
plicable,” points out that the power producing the exception to the 
exception does not determine who receives income or corpus (except 
to the limited extent that payments must be to a designated bene- ) 
ficiary), but is a power to add to the originally described bene- 
ficiaries with respect to whom there is normally another power in 
someone to determine whether distributions are to be made. 

For example, where an independent trustee may spray income 
among a grantor’s children or accumulate it, a power reserved by 
the grantor to designate additional beneficiaries (other than him- 
self) does not give him power to control destination of the income. 
His exercise of the power merely adds beneficiaries, but its reserva- 
tion destroys the exception otherwise applicable to the independent 
trustee’s power, even if the latter is held by an unrelated and non- 
subservient trustee. The proposed amendment permits an adverse 
party to hold a power to change beneficiaries without the grantor ) 
being taxable and also ends uncertainty in the following cases, of 


67 FINAL REpoRT, op. cit. supra note 4, at 318, and H.R. 3041, 86th Cong., 1st Sess. § 15(f) 
(1959). 
68 The sentences tax grantors (proposed additions are italicized): ‘‘. . . if any person 
other than an adverse party has a power other than a power which would qualify as an ex- 
7 ception under section 674(b)(3) to change the . . . beneficiaries or the class . . . desig- ) 
nated . . . except . . . to provide for after-born or after-adopted children or an after- 
acquired spouse.’’ 
69 Fina REpPoRT, op. cit. supra note 4, at 314-316. 
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which the first three involve an independent trustee with discretion 
to spray income or accumulate it.” 

(i) Where the grantor’s children are beneficiaries and the old- 
est child may designate additional beneficiaries (other than the 
grantor), the Advisory Group states that whether the child’s power 
destroys the exception should depend on whether he has a substan- 
tial beneficial interest which would be adversely affected by exercise 
of his power. The Regulations ™ do not apply the exception to the 
exception ‘‘to a power held by a beneficiary to substitute other bene- 
ficiaries to succeed to his interest in the trust’? making him an ad- 
verse party to the exercise or non-exercise of his power. But the 
statutory language applies the exception to the exception ‘‘if any 
person ... [may add] beneficiaries.’’ Clarification is proposed by 
inserting after the words ‘‘if any person,’’ the words ‘‘other than 
an adverse party.’’ 

(ii) Where the grantor’s son and issue are beneficiaries, with re- 
mainder passing under the son’s non-general power of appointment 
at his death (but not to the grantor), and in default thereof the trust 
is to continue for the son’s issue, the son’s power enables him to 
add income beneficiaries. The Advisory Group believes this should 
not destroy the exception because section 674(b) (3), which excepts 
powers to appoint by will, should restrict the operation of the ex- 
ception to the exception. The Regulations * do not apply the excep- 
tion to the exception to a power held by any person which would 
qualify as an exception under section 674(b) (3). Statutory clarifica- 
tion is proposed by inserting after the words ‘‘has a power,’’ the 
words ‘‘other than a power which would qualify as an exception 
under section 674(b)(3).’’ Since proposed new section 674(b) (3) 
also excepts powers exercisable by deed effective at death, the son’s 
power may be so exercised without destroying the exception. 

(iii) Where the grantor’s son and issue are beneficiaries, if it is 
provided that after five years the grantor’s daughter and her issue 
shall be added, the exception to the exception does not apply because 
the class of income beneficiaries is defined by the grantor, and no one 
else may enlarge it. Thus, if the outer limits are set by the grantor, 
the fact that within them the class changes under a set formula does 
not give any person a power to add beneficiaries. Where the trustee 
may accumulate or spray income among such of the grantor’s issue 
as his wife may designate annually, the wife does not have power 


70 Ibid. 
71 Reg. Sec. 1.674(d)-2(b) (1956). 
72 Ibid. 
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to spray income to anyone but only to determine annually the mem- 
bers of the group, whose outer limits were set by the grantor, among 
whom income may be sprayed. It is doubtful whether the wife’s 
power to change beneficiaries each year within these limits is a 
power to add beneficiaries. But since the power is the equivalent of 
permitting the grantor to choose beneficiaries annually, the Ad- 
visory Group wants to broaden the exception to the exception by 
substituting the word ‘‘change’’ for the word ‘‘add’’; thus the 
wife’s power will result in taxation of the grantor. 

(iv) Itis pointed out that the policy permitting addition of after- 
born or after-adopted children without the grantor being taxed 
should apply to an after-acquired spouse. Thus, the words ‘‘or an 
after-acquired spouse’’ are added after the words ‘‘after-born or 
after-adopted children.’’ At present, where an independent trustee 
may spray income or corpus among the grantor’s son and grand- 
children, the grantor’s wife may add after-born or after-adopted 
grandchildren without having the grantor taxed. Under the pro- 
posed amendment after-acquired spouses of his grandchildren could 
also be added. 

The attribution sentence now appears five times in section 674, 
unduly lengthening the same and making it hard to understand. The 
proposed changes may make it even more puzzling. Its policy is to 
tax a grantor where, although he does not have a power of disposi- 
tion, he may change beneficiaries (except to provide for after-born 
or after-adopted children or an after-acquired spouse). By simply 
adding the phrase ‘‘or to change beneficiaries (other than to pro- 
vide for after-born or after-adopted children or an after-acquired 
spouse) ’’ after the words in section 674(a) ‘‘subject to a power of 
disposition,’’ the grantor would be taxed in such a case, and the 
attribution sentence could be omitted in all five subsections, greatly 
simplifying section 674." 


KE. ADMINISTRATIVE Powers 


Section 675 taxes a grantor on any portion of a trust where ad- 
ministrative control is exercisable primarily for his benefit.** This 
occurs where: (1) the grantor or other person may dispose of cor- 
pus or income for inadequate consideration; (2) the grantor may 
borrow corpus or income without adequate interest or security (ex- 


73 Comments of the Chicago Bar Association’s Committee on Federal Taxation, Hearings, 
note 5 supra, at 733-734 and 742-743. It was felt that the attribution ‘‘sentence is too 
broad and . . . [attributes] taxability to grantors in situations not strictly within the 
intent of the Clifford rules.’’ Id. at 742-743. 

74 H.R, Rep. No. 1337, 83d Cong., 2d Sess, A216 (1954). 
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cept where a trustee other than the grantor may make ‘unsecured 
loans without interest) ; (3) the grantor has borrowed corpus or in- 
come and not completely repaid it with interest before the start of 
the taxable year (except a loan at adequate interest and security 
made by a non-subservient trustee) ; or (4) general administrative 
powers are exercisable by anyone in a non-fiduciary capacity with- 
out consent of someone in a fiduciary capacity. 

The only change recommended in section 675 is to clarify subsec- 
tion (2), which taxes the grantor on any portion of a trust on which 
he may borrow without adequate interest or security. The Advisory 
Group fears this might be interpreted so as to tax a grantor if loans 
were made to any person without regard to interest or security 
where the grantor is one of several trustees.” But the Regulations *° 
do not tax the grantor where a trustee, other than the grantor acting 
alone, is authorized to make loans to any person without regard to 
interest or security. The Regulation is considered clear because it 
has the words ‘‘acting alone’’ after the word ‘‘grantor.’’ It is pro- 
posed to make this insertion in the parenthetical phrase in subsec- 
tion (2),77 but no change is intended in existing law. 

The Advisory Group has overlooked at least one very important 
problem in section 675. Application of section 675(4) depends on 
whether or not an administrative power is exercisable in a fiduciary 
capacity. Neither the Code nor the Regulations define this term, 
although the Regulations * do state that if a power is exercisable 
by a person as trustee, it is presumed to be exercisable in a fiduciary 
capacity primarily in the beneficiaries’ interest, but if not so exer- 
cisable, determining whether it is exercisable in a fiduciary capacity 
or not depends on all the terms of the trust and the circumstances 
surrounding its creation and administration. It is where the power 
is not exercisable by a person as trustee that more definite stand- 
ards are needed. Again, as with the subservience test of section 672 
(c), definition of fiduciary capacity may over-complicate the statute. 
There should be a conclusive presumption that a power is exercis- 
able in a fiduciary capacity if exercised by a trustee and is not so 
exercisable if exercised by someone else. This would implement the 
policy of making the grantor trust rules more definite, although it 
might impose some hardships. 

Another ambiguity in section 675 exists because of lack of any 
provision regarding a power held by the grantor to remove a trustee 


75 FINAL REPORT, op. cit. supra note 4, at 318-319. 
76 Reg. Sec. 1.675—1(b) (2) (1956). 

77 H.R. 3041, 86th Cong., Ist Sess. § 16 (1959). 

78 Reg. Sec. 1.675-1(b) (4) (1956). 
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without cause. The American Bar Association’s Draft of Subpart 
E ™ contained a provision that where the grantor had such a power 
he should be treated as possessing the trustee’s powers. Deliberate 
omission of such a provision indicates that Congress intended that 
retention of this power should not result in taxability of the grantor 
on the ground that he possessed the trustee’s powers.*° However, 
sections 674 and 675 could be construed to mean that an unlimited 
power to appoint and remove trustees gives the grantor power over 
the beneficial enjoyment of trust income and corpus or administra- 
tive powers that result in his being taxed. At least one case *' has 
attributed a trustee’s sprinkling power to a grantor, where the 
latter could substitute trustees without cause. Although decided 
under the 1939 Code, it contained dictum that the effect of a power 
to remove a trustee has not been clearly delineated either in the 
Clifford Regulations or the 1954 Code. Congress therefore should 
clarify this by adding a subsection (5) to section 675 which shall 
treat the grantor as owner of any portion of a trust in respect of 
which he has power to remove a trustee and replace him with a sub- 
servient related or subordinate party, thereby eliminating the am- 
biguity and preventing the grantor from removing an independent 
trustee and replacing him with a subservient one. But it would still 
be possible for a non-subservient trustee, aware of the grantor’s 
power to remove it, to follow the grantor’s wishes in order to remain 
trustee. Thus, the grantor trust rules could be frustrated by ‘‘inde- 
pendent’’ trustees who are quite responsive to the grantor’s sugges- 
tions because they know the source of their trust business. 

The form of section 675 would be improved if its subsections were 
lettered instead of numbered; all of subpart E’s other subsections 
are lettered. 


F. Revocasie Trusts 


Section 676, in which no changes are proposed, was formerly sec- 
tion 166 of the 1939 Code. It taxes the grantor on any portion of a 
trust where he or any non-adverse party or both may revest title to 
such portion in him. Its exception, section 676(b), slightly modified 
the 1939 Code rule so as to limit its application in the case of powers 
exercisable only after expiration of a period of time. 

The only significant post-1954 development to section 676(a) in- 


7979 A.B.A. Rep. 486 (1954). 
80 See Nance, supra note 51, at 906. 
81 Warren H. Corning, 24 T.C. 907 (1955). 
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volved a trustee with discretion to pay income and/or principal to 
the grantor for life. A reserved power of revocation could be exer- 
cised only with the consent of the grantor’s wife, the surviving in- 
come beneficiary, and thus an adverse party. Since corpus could be 
paid by the trustee, a non-adverse party, to the grantor, this was 
held to be a power to revest title in the grantor.*” 

The Advisory Group points out that where a trustee may pay 
income to the grantor’s son or accumulate it and the grantor re- 
serves power to withdraw $5,000 of corpus annually (ordinary in- 
come exceeds $5,000), the grantor may be deemed taxable under sec- 
tion 676(a) only on that portion of the ordinary income attributable 
to $5,000 of corpus.** It is recommended that a new section 677(c) be 
enacted to treat such a grantor as owner of $5,000 of ordinary in- 
come, thus taxing him on the $5,000 of corpus, whether paid to his 
son or not and whether or not a withdrawal is made.** Section 677 
(a) taxes the grantor only where income is distributed to him or 
otherwise used for his benefit. Since section 676 does not tax the 
grantor in the above case, without proposed section 677(c) the re- 
sult could be unclear. Another question (which proposed section 
677(c) does not answer) is whether, if the grantor makes no with- 
drawal, he would be taxed on the income or on both income and 
corpus. 


G. Person OruHeR THan GRANTOR TREATED AS SUBSTANTIAL OWNER 


Section 678(a) codifies the Mallinckrodt Regulations, treating a 
person other than the grantor as owner of any portion of a trust 
where he alone may vest corpus or income in himself or has pre- 
viously modified a power to do so and thereafter retained such con- 
trol as would, under the grantor trust rules, make a grantor owner 
thereof. Section 678(b) excepts a power over income if the trust is 
taxed to the grantor. Section 678(d) excepts a power which has been 
given up within a reasonable time after its holder first became aware 
of it.®° 

It is proposed to replace section 678 with a new section 664 in sub- 


82 Rev. Rul. 8, 1957-1 Cum. BuLL. 204. 

83 FINAL REPORT, op. cit. supra note 4, at 321. 

84 H.R. 3041, 86th Cong., Ist Sess. § 17(c) (1959), adds section 677(¢) as follows: ‘‘ Dis- 
cretion exists to distribute income to the grantor or to apply income for the support . . 
of a beneficiary . . . or to apply income to . . . [pay the grantor’s life insurance pre- 
miums], even though . . . the discretion relates only to corpus, to the extent that the in- 
come . . . is not required to be paid to someone else.’’ 

85 The support obligation of section 678(¢), proposed to become section 664(b), is dis- 
cussed in connection with section 677 (b), infra pp. 193-195. 
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part C,® leaving only the grantor trust rules in subpart E. The ways 
and Means Committee was told ®* that section 678 is inadequate 
since it leaves some bad loopholes. Although amendments could 
close them, they are easily and more effectively closed by placing 
the rules taxing trust income to non-grantors under the tier system. 
Thus, proposed section 664(a) provides * that if a non-grantor may 
alone vest corpus or income in himself, he will be taxed like any 
other beneficiary as though he was actually paid it, even though no 
distribution is made to him. But if he previously modified his power, 
keeping controls that would make a grantor taxable under subpart 
K, he will be taxed as a grantor. If he may vest corpus in himself, 
the income attributable thereto is considered as required to be cur- 
rently paid to him under the tier system, except to the extent that 
the corpus subject to his power is less than the greater of five per 
cent and $5,000. Proposed section 664(c) is identical to section 678 
(d). Section 664(d) makes the substantial ownership rule and sec- 
tion 61 inapplicable to a non-grantor.*® 


86 H.R. 3041, 86th Cong., 1st Sess. § 10 (1959), repeals section 678 for taxable years end- 
ing after enactment of the bill and adds section 664. 

87 By Professor Casner of Harvard University, Chairman of the Advisory Group, in Hear- 
ings, note 5 supra, at 208-209. 

88 ‘*General Rule. If a person other than the grantor has a power exercisable solely by 
himself to vest an amount of the corpus or the income of a trust in himself, such amount 
shall be considered as an amount required to be distributed currently to such person and 
not required to be distributed currently to any other person in applying sections 651 and 652, 
and an amount required to be paid or credited to such person and not required to be paid 
or credited to any other person in applying sections 661 and 662, unless such person has 
previously partially released or modified such a power and after the release or modification 
retained such control of the property released from the power as would, within the prin- 
ciples of sections 671 to 677, inclusive, subject a grantor of a trust to treatment as the 
owner of such property, in which case such person shall be treated as the grantor of 
such property and taxed under sections 671 to 677, inclusive. If a person other than 
the grantor has a power exercisable solely by himself to vest an amount of corpus in 
himself, the income attributable to such amount of corpus for the taxable year of the trust 
shall be considered as an amount of income required to be distributed currently to such 
person and not required to be distributed currently to any other person in applying sections 
651, 652, 661, and 662, except to the extent that the amount of corpus subject to the power 
does not exceed 5 per cent of the value of the corpus during such taxable year or $5,000, 
whichever is greater. For the purpose of the preceding sentence, the term ‘taxable year’ 
means only the portion of the taxable year of the trust on and after the date the power is 
exercisable by such person to the extent that 

‘€(1) the power is not exercisable in a succeeding taxable year, or 

‘€ (2) the power is exercised in the current year when such power is exercisable in a suc- 
ceeding taxable year.’’ Proposed Bill, Section 664(a), § 678. 

89 ‘* Substantial Ownership Rule Inapplicable—Except as specified in this section, no 
items of income, deduction, or credit against tax of a trust shall be included, solely on the 
grounds of dominion and control over the trust, under section 61 (relating to definition of 
gross income) or any other provision of this title, in computing the taxable income and 
credits of a person other than the grantor.’’ Proposed Bill, Section 664(c), § 678(d). 
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The Advisory Group used examples to explain proposed section 
664: %° 

1. Where a trustee may pay the grantor’s wife income or accumu- 
late it and she may withdraw a limited amount of corpus annually, 
if the trustee does not pay income to her, under section 678(a) (1) 
she will be taxable in each year in which she makes no withdrawal 
on only the income attributable to the corpus which she could have 
withdrawn. Section 678 along with section 671 could be construed to 
mean that she will be taxable in each year in which she makes a with- 
drawal on only the amount of income attributable to the corpus 
which she may withdraw. Such tax avoidance is condemned, and it 
is pointed out that while section 678 may be amended, proposed sec- 
tion 664, taxing the wife under the tier system as though she had 
received a corpus distribution whether or not she makes a with- 
drawal, ends it. Since distributable net income exists and is not paid 
to anyone else, section 662 taxes her to the extent thereof. 

2. If a day after the taxable year ends the grantor’s wife may 
withdraw the previous year’s income, section 678 is unclear as to 
the consequences. Under proposed section 664(a), she will be taxed 
on the entire previous year’s income (under section 662 in combina- 
tion with the throwback rules). 

3. Section 678 is somewhat unclear as to what portion of a trust 
is owned by a non-grantor if he has only a power to withdraw ordi- 
nary income. He might be taxed not only on ordinary income but 
also on capital gains—an unsound result since a current income 
beneficiary is not taxable on a trust’s capital gains. Proposed new 
section 664 taxes the person with power to withdraw income in the 
same way as a current income beneficiary. 

4. Some doubt exists under section 678 as to whether a non- 
grantor is taxable on realized capital gains if he may withdraw a 
limited amount of corpus. The Regulations ** tax him on a portion 
of the capital gains determined by multiplying the year’s net capital 
gains by a fraction, the numerator of which is the limited amount of 
corpus subject to withdrawal, and the denominator of which is the 
value of the corpus at the beginning of the year. The Advisory 
Group points out that this complicates a common family arrange- 
ment where the income beneficiary possesses a right to withdraw the 
greater of $5,000 and five per cent of the corpus annually—an 
arrangement with no significant adverse estate or gift tax conse- 
quences. Since it is encouraged by the estate and gift tax laws, it 


90 FINAL REPORT, op. cit. supra note 4, at 299-300. 
91 Reg. See. 1.671-3(a) (3) (1956). 
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should not have adverse income tax consequences.” The holder of 
the power of withdrawal should not be taxed on capital gains in any 
year in which such power may be satisfied without actually invad- 
ing that year’s capital gains. By gearing proposed section 664 to the 
tier system instead of to the grantor trust rules, capital gains will be 
taxed to the trust unless they are includable in section 643(a) (3) 
distributable net income. 

The Advisory Group points out that the holder of a power may 
be taxed less under proposed section 664 than under section 678. 
Where a trustee may pay income to a beneficiary or accumulate it, 
and someone else may withdraw corpus annually up to $5,000, and 
the trustee pays income to the beneficiary, the holder of the power of 
withdrawal will pay no tax, whether or not he makes a withdrawal. 
However, under section 678 he is taxable on the portion of the ordi- 
nary income attributable to the $5,000 of corpus he may withdraw. 

If a non-grantor may make corpus withdrawals, providing they 
are made within three taxable years, he may benefit by their classi- 
fication as gifts under section 663(a) (1), so that no income tax will be 
payable by him, except with respect to income attributable to the 
corpus subject to the power of withdrawal. Furthermore, if a non- 
grantor has a cumulative power to make limited withdrawals annu- 
ally, proposed changes in section 663(a)(3) prevent double taxation 
on the amount subject to withdrawal. 

Section 678(b) makes section 678(a) inapplicable with respect to 
a power over income if the grantor is taxed under the grantor trust 
rules. This provision is unnecessary in proposed section 664, inas- 
much as section 671 makes it clear that taxation under subpart E 
takes precedence over taxation under subparts A through D. A 
recommendation that section 664 should apply to existing as well as 
future trusts, but only to taxable years ending after enactment, has 
been followed.” 

The removal of the rules treating a non-grantor as substantial 
owner of a trust from subpart E to subpart C and the loophole clos- 
ing changes are sensible revisions. But a non-grantor possessing 
powers over a trust will be treated less favorably than a grantor 
who reserved them, since the former may be taxed on an amount 
equal to the value of the proportion of corpus subject to the power 
(under proposed section 664), while the latter is taxed only on the 


92 Hearings, note 5 supra, at 208-209. 
93 See note 86 supra. 
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income from that part of the corpus subject to the power (under sec- 
tion 677).** 


H. Income ror BENEFIT OF GRANTOR 


Section 677 corresponds to section 167 of the 1939 Code, under 
which the grantor was taxed if he could vest income in himself or 
apply it to his benefit.** Section 677 (a) taxes the grantor on any por- 
tion of a trust whose income, without an adverse party’s consent, 
may be distributed or held for future distribution to him or used to 
pay his life insurance premiums, except on policies payable to char- 
ity.** An exception to it and the support obligation exception of sec- 
tion 677(b) are discussed infra. 

The Advisory Group believes that literal application of section 
677 (a) (3) may tax a grantor where it is questionable that he should 
be taxed. For example, if a trustee may pay income or corpus to the 
grantor’s son or accumulate income and there are no provisions con- 
cerning the use of income or corpus to pay the grantor’s life insur- 
ance premiums, but if under the governing law the trustee may ac- 
cept an assignment of the grantor’s policies or purchase insurance 
on his life and pay the premiums from income or corpus, the trust’s 
income could be taxed to the grantor (although no policies have been 
assigned, nor has the trustee acquired any) because the grantor 
might assign to the trust, or the trustee might take out, enough life 
insurance to exhaust the income through premium payments. If this 
possibility of taxation exists, it may be necessary to specify in all 
inter vivos trusts that insurance may not be acquired on the grant- 
or’s life, nor may premiums be paid on policies on his life which may 
be placed in trust. 

The Advisory Group believes that where trust income may be used 
to pay premiums on the grantor’s life insurance although the poli- 
cies are owned by the grantor, section 677(a)(3) should operate to 
tax the grantor (without regard to the amount of existing life in- 
surance) because of his power to acquire insurance and the trustee’s 
power to funnel income back to him by paying premiums. But where 


94 Comments of the Philadelphia Bar Association’s Committee on Taxation in opposi- 
tion to Proposed Bill, Section 664, Hearings, note 5 supra, at 804. 

95 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A217 (1954). 

96 Trust income directed to be used to pay the grantor’s gift taxes is taxable to him 
inasmuch as section 2502(d) (1959) provides that gift tax shall be paid by the donor and 
section 677(a) taxes a grantor on income distributed to him. This has been interpreted to 
mean income used to discharge his legal or contractual obligations. Rev. Rul. 564, 1957-2 
Cum. Buu. 328, and Reg. See. 1.677(a)—1(d) (1956). 
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insurance policies are not owned by the grantor, it is believed that 
mere existence of power to pay premiums does not make income 
available to the grantor himself. Therefore, the amount of income 
taxable to him in any one year because of such power should be lim- 
ited to the amount of premiums payable on existing life insurance. 

To eliminate possible unintended hardship, the Advisory Group 
recommends a somewhat controversial change, designed to distin- 
guish between a case where income may be used to pay premiums on 
the grantor’s insurance policies owned by him and a case where the 
policies are owned by someone else.* In the latter case the income 
which may be taxable to the grantor in any one year is limited by the 
premiums which could have been paid on existing policies. Thus, sec- 
tion 677 (a) (3) (B) taxes the grantor where trust income may be ap- 
plied to pay his life insurance premiums on policies in which he has 
no incidents of ownership, but only on premiums payable on existing 
policies.®* 

The life insurance provisions of section 677(a) have had a very 
controversial history. It was held, under section 167(a)(3) of the 
Revenue Acts of 1934 and 1936 that a grantor is taxable only to the 
extent that during the taxable year policies existed on which the 
trustee could have paid the grantor’s life insurance premium.” This 
rule has received favorable comment.’ A broader one would make 
almost every trust taxable to its grantor unless under its terms or 
applicable law the grantor’s life insurance premiums could not be 
paid from trust income. But the issue has not been settled, since the 
Regulations imply a broader rule, taxing the grantor if he has re- 
tained any interest which might enable him to have trust income ‘‘at 
some time’’ distributed to him either actually or constructively. 
Payment of his life insurance premiums, other than on policies ir- 
revocably payable to charity, is treated as constructive distribu- 
tion. 


97 H.R. 3041, 86th Cong., Ist Sess. § 17(a) (1959), adds two new sub-paragraphs to sec- 
tion 677(a) (3) (applying to existing as well as future trusts for taxable years ending after 
enactment), taxing income to the grantor which, without an adverse party’s consent, may 
be used to pay premiums on the grantor’s life insurance policies: ‘‘(A) in which the 
grantor possesses any incident of ownership; or (B) in which the grantor possesses no 
incident of ownership but only to the extent of premiums payable with respect to such 
policies of insurance in existence during the taxable year,’’ except insurance policies irre- 
vocably payable to charity. 

98 Incident of ownership means the same as in section 2042 (1954). Fina REporT, op. 
cit. supra note 4, at 320. 

99 Genevieve F. Moore, 39 B.T.A. 808 (1939). 

100 6 MERTENS, op. cit. supra note 23, § 37.49, 125. 

101 Reg. Sec. 1.677(a)—-1(¢) (1956) and its predecessors under section 167 of the 1939 
Code. 
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The Ways and Means Committee Report on the 1948 Revenue Re- 
vision Bill 1° (passed only by the House) stated that in cases where 
trust income might be used to pay a grantor’s life insurance pre- 
miums but was not actually so used, it should not be taxable to the 
grantor. Thus, had this bill become law, only when income or corpus 
was actually used to pay premiums would the grantor have been 
taxed.’ 

Despite the implication of the Regulations,’ the Internal Revenue 
Service has never tried to tax trust income to a grantor if no insur- 
ance policies on his life were owned by the trust, unless the trustee 
was expressly authorized to pay premiums on policies not owned by 
it. Nevertheless, the rule should be revised. But the Advisory 
Group’s proposal does not go far enough.” Unless the trustee ac- 
tually pays premiums, the grantor should not be taxed, and if pre- 
miums are paid, he should be taxed only to the extent that they are 
paid. Many irrevocable life insurance trusts have been created with- 
out full realization of the income tax consequences. Their grantors 
should not be penalized by being taxed in years in which income is 
not used to pay insurance premiums. This is consistent with the ap- 
proach taken in regard to support trusts in section 677 (b). 

It has been suggested that premium payments be taxed as distri- 
butions to the beneficiary and not to the grantor where the benefici- 
ary owns insurance on the grantor’s life and trust income may be 
used to pay premiums.” This seems sensible, since income in such 
a case would not be used to benefit the grantor; therefore he should 
not be taxed. 

The Advisory Group did not consider ambiguities in section 677 
concerning taxation of capital gains. It has been pointed out *® that 
although section 643(b) defines ‘‘income”’ in terms of the governing 
instrument and applicable law for purposes of subparts A through 
D governing the taxation in general of trusts and estates, it was un- 
accountably not extended to subpart E, so that there is no precise 
meaning of ‘‘income’’ for the grantor trust rules. This means that in 
subpart E ‘‘income’’ may either be income under local law, and not 


102 H.R. Rep. No. 2087, 80th Cong., 2d Sess. 23 (1948). 

103 H.R. 6716, 80th Cong., 2d Sess. § 141(b) (1948). 

104 See note 101 supra. 

105 Johnson, Trusts and the Grantor, 36 Taxes 869, 875 (1958). 

106 Comments by American Institute of Certified Public Accountants Committee on Fed- 
eral Taxation, Hearings, note 5 supra, at 708, and New York State Bar Association Section 
on Taxation, id. at 1024. 

107 Comments of the Chicago Bar Association’s Committee on Federal Taxation, Hear- 
ings, note 5 supra, at 743. 

108 Note, Taxation of Capital Gains Realized by Trusts, 12 Tax L. Rev. 104-105 (1956). 
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include capital gains, or under section 61, although the latter mean- 
ing was probably intended. 

If a grantor is taxable under section 677 (a), it is probable that in- 
come held for him must be from some defined portion of the trust. 
Capital gains represent only an indefinite part, but it does not seem 
reasonable to argue that since only income of an indefinite part is 
being held for the grantor, he should not be taxed and the trust’s cap- 
ital gains should be taxed to it. The liberal construction of a ‘‘por- 
tion of a trust’’ as including interests confined to either corpus or in- 
come ' results in taxation of capital gains to the grantor if he has a 
reversionary interest.'”° 

It is pointed out * that where a grantor creates an irrevocable 
trust with income currently distributable to him, retaining no re- 
versionary interest, he is taxable on the ordinary income. Under 
the 1939 Code, capital gains added to the corpus were taxable to the 
trust. Section 677 (a) could tax them to the grantor, although he may 
never receive them, by treating him as owning the entire trust, be- 
cause ‘‘income’’ (at least ordinary income) distributed to him is 
from the entire corpus. But the Regulations '* tax the trust as it 
was taxed under the 1939 Code, though a different result is probably 
called for if he retains some contingent reversionary interest. In 
such a case, the capital gains ‘‘may be . . . accumulated’’ for the 
grantor, satisfying the statutory requirement for taxation. Had the 
definition under section 643(b) of ‘‘income’’ as income under local 
trust law been extended to subpart E, it would be clear that where 
the grantor retained no interest in the reversion but only the right 
to ordinary income, he would not be taxed on capital gains. 

The Treasury has ruled that under state law capital gains must be 
added to corpus. This makes any capital gains realized by a rever- 
sionary trust fall into the category of items held for future distribu- 
tion to the grantor, within the meaning of section 677(a).1!* Thus, 
the Treasury believes the local law definition of income apparently 
applies to subpart E. Nevertheless, statutory clarification of this is 
desirable. 


I. Support Trusts 


Section 677(b) corresponds to section 167(c) of the 1939 Code," 
providing that trust income shall not be taxed to a grantor merely 


109 Reg. Sec. 1.671-3 (1956). 

110 Reg. See. 1.677(a)—(g) (1956). 

111 See note 108 supra. 

112 See note 110 supra. 

113 Rey. Rul. 58-242, 1958-1 Cum. But. 251. 

114 No substantive changes were made therein. See note 95 supra. 
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because it may be used to support a beneficiary whom the grantor is 
legally obligated to support, except to the extent that it is so used. 
Where payments are from funds other than the current taxable 
year’s income, the throwback rules apply. A conforming amendment, 
necessitated by a change in section 661(a), is the only proposed 
change. Section 674(b) (1), as to which no changes are recommended, 
excepts from the general rule of section 674(a) a section 677(b) 
power to apply income to the support of a dependent, to the extent 
that the grantor would not be subject to tax under section 677(b). 

The Advisory Group did not consider the short-term educational 
trust, an ingenious tax-saving device that a taxpayer may use to 
fund his children’s education from trust income not taxable to him. 
Anirrevocable short-term (at least ten years) trust is created, with 
all its income used to pay premiums on an endowment policy owned 
by the trust on the grantor’s child. At the end of the trust’s term the 
principal reverts to the grantor and the policy, purchased from in- 
come, becomes the child’s property, with its proceeds payable to him 
over a period of several years. Although this money does not have to 
be used for the child’s education, it is quite likely that it will be; thus 
the grantor will be temporarily able to divert income to a lower- 
bracket taxpayer (the trust), where it may be accumulated and ul- 
timately used to take care of a possible support obligation. This de- 
vice frustrates the policy of section 677(b) which taxes income to the 
grantor where it is used for his support obligations. 

Section 678(c) excepts from section 678(a) (which taxes trust in- 
come to a non-grantor who has power to vest corpus or income in 
himself) a power enabling a non-grantor as trustee or co-trustee to 
apply income to the support of a person whom he is obligated to sup- 
port, except to the extent that such income is so applied. The throw- 
back rules are applicable if payments are not from current income. 
This provision, a codification of the comparable part of the Mal- 
linckrodt Regulations (known as the grandfather trust provisions) 
with some changes, has been replaced by proposed section 664(b). 
The only substantive change is that the word ‘‘alone’’ is added after 
the word ‘‘person’’ in the first clause to make it clear that the excep- 
tion operates only when the non-grantor has the sole power. 

This may eliminate the problem existing where a power to apply 
income to support his dependents is held by the taxpayer as a co- 
trustee and consent of some or all of the other co-trustees is required 
to exercise it. In such cases, the taxpayer’s power to benefit himself 
would not be ‘‘solely’’ exercisable by him, and section 678(a) ap- 
pears inapplicable. But the Regulations ’*” say that although he is 


115 Reg. Sees. 1.678(a)-1(b) and 1.662(a)—4 (1956). 
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not taxable under section 678, he may be taxed under section 662 to 
the extent that the income is actually applied, thereby discharging 
his legal obligation. Under proposed section 664(b), since he does 
not have the power alone, he should not be taxed if the Regulations 
are changed to carry out the apparent policy *** of the amendment. 
The last sentence of section 678(c) is omitted from section 664(b) 
inasmuch as it merely applied the ordinary rules of trust taxation 
and the throwback rules to section 678(¢). This is no longer neces- 
sary since section 664(b) applies these rules under subsection (a). 
Among the many problems that have developed since enactment 
of section 678(c) has been the interpretation of the intent of Con- 
gress in codifying the Mallinckrodt Regulations. The Committee Re- 
ports 1"" indicate that Congress believed section 678(c) was a ‘‘liber- 
alizing provision,’’ under which a person would not be taxed on 
income merely because as trustee he could apply it to support his 
dependents, except to the extent that it was so applied. Congress 
may have meant that no similar exception was in the Mallinckrodt 
Regulations.'* But cases under the 1939 Code and Mallinckrodt Reg- 
ulations held a non-grantor not taxable on trust income used to dis- 
charge his support obligations."® Accordingly, it has been ques- 
tioned whether the provisions should have been described as liber- 
alizing ones.’*° Congress may have believed an individual taxable on 
trust income where he could direct payments to support his depend- 
ents ; otherwise this description is meaningless. In other words, sec- 
tion 678(c) is liberalizing if, except for its provisions, the holder of 
the power would be taxable on the entire trust income. Presumably, 
he is taxed whether or not the income is used for the support of his 
dependents if he is not a trustee, but this should be made explicit. 
Since section 678(c) provides that subsection (a) will not apply to 
the power to use income to support a dependent, it assumes that the 
sole power to apply income for the support of a dependent is a power 
to vest income in oneself. But the effect of section 678(c) upon man- 
datory payments to support dependents is by no means clear, and 
proposed section 664 has not changed it. On the other hand, doubt 
has been expressed that a non-grantor trustee is taxable under sec- 


116 The Advisory Group made no comments on Proposed Bill, Section 664(b) § 678. 

117 See note 95 supra. 

118 6 MERTENS, op. cit. supra note 23, § 37.51, 129. 

119 Stern v. Comm’r, 137 F.2d 43 (2d Cir. 1943), and Frank E. Joseph, 5 T.C. 1049 
(1945) ; contra, Reg. 118, Sec. 39.162-1(f), and its predecessors. 

120 See Winton, Taxation of Non-Grantors under Trusts for Support of Their Depend- 
ents, 33 TAxEs 804 (1955). 
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tion 678 where income is applied to support his dependents.™ It is 
suggested that the words in section 678(a) (1) ‘‘income therefrom in 
himself’’ may have to be amplified by adding ‘‘or for his benefit or 
the support of his legal dependents.”’ 

Section 678(c) taxes a non-grantor trustee when he exercises his 
discretion to use trust income to support his dependents, but it is 
silent as to a trust which directs payments to be made for the sup- 
port of the dependents of a non-grantor, whether or not he is trustee. 
Thus, if a non-grantor trustee may deprive himself of income by not 
making support payments to his dependents, he is taxable on any 
income so paid. Since this power of deprivation is the only difference 
between a discretionary trust and one requiring payments for sup- 
port of a non-grantor’s dependents, it is possible that a non-grantor 
on behalf of whose dependents the distribution is made may be tax- 
able even where he is without the power.’ 

The most serious ambiguity in the support exceptions of the Code 
and of proposed sections 677(b) and 664(b) is that no definition is 
given of support and maintenance. Support and maintenance con- 
sists of what local law says a person is legally obligated to furnish 
his dependents.’** Thus, there is no uniform rule as to whether an 
item is required for support or not. But few jurisdictions have clear- 
cut decisions on whether private school and college tuition, special 
courses and training, and cars are required items of support.'** Fur- 
thermore, whether something is an item of support depends on a per- 
son’s financial status. Hence, not only may private school tuition or 
the use of a car in college be an item of support in state A and not in 
state B, but even within state A it may not be a legal obligation of 
support for someone with several other dependents or a low income. 

These widely varying standards and the paucity of decisions sub- 


121 Moorehead, Are We So Sure a Non-Grantor Trustee Is Taxable in a Support Trust?, 
4 J. TAXATION 330 (1956). 

122 Kamin, Surrey, and Warren, The Internal Revenue Code of 1954, Trusts, Estates and 
Beneficiaries, 54 Cou. L. Rev. 1237, 1264 (1954). 

123 Reg. See. 1.662 (a)—4 (1956). 

124 See, for example, cases cited in Tomlinson, Support Trusts and Gifts to Minors in 
ABA PROCEEDINGS OF PROBATE AND TruST Law Divisions, 81st ANNUAL MEETING 82-93 
(1958). N.Y. Domzstic ReLations Law § 32(2) requires support of a child until it is at 
least 21. This includes food, clothing, shelter, medical and dental care, and possibly inci- 
dental needs (Harrison v. Harrison, 202 Mise. 119, 108 N.Y.8.2d 111 (Dom. Rel. Ct. N.Y. 
Co. 1951)), but not payment for private schooling (Earle v. Earle, 205 Mise. 738, 130 
N.Y.8.2d 238 (Dom. Rel.Ct. N.Y.Co. 1954), and Borden v. Borden, 130 N.Y.S.2d 831 (Dom. 
Rel.Ct. N.Y.Co. 1954) ), although it does include high school and, if special aptitude is 
shown, college education (O’Brien v. Springer, 202 Mise. 210, 107 N.Y.Supp. 631 (Sup.Ct. 
Herkimer Co. 1951) ). 
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ject grantors and their tax advisers to the whims of changing state 
law rules or the lack of them in an area where certainty should reign. 
While it might be too cumbersome to define support and maintenance 
in the Code, Congress could require that this be done by regulations. 
Furthermore, where a non-grantor has no power to direct whether 
trust income shall be used for his dependents’ support, he should not 
be taxed thereon. This would restore the pre-1954 Code case law 
rules. Another solution is to require either the trust or its benefici- 
aries to pay the additional tax imposed on a non-grantor. 


J. Suort-Term Trusts AND REVERSIONARY INTERESTS 


The short-term trust rules of section 673(a) tax a grantor on any 
part of a trust that may revert to him within ten years or less. Sec- 
tion 673(b) shortens the period to two years if the income is irrevoca- 
bly payable to a designated charity that qualifies for the extra ten 
per cent deduction.'’** Section 673(c) does not tax the grantor if his 
reversionary interest takes effect at the income beneficiary’s death, 
regardless of the latter’s age. Section 673(d) treats postponement of 
a reversionary interest as a new transfer in trust, commencing at 
postponement, but income for any period will not be taxed to the 
grantor if it would not otherwise have been in the absence of post- 
ponement. 

Section 674(b) (2) excepts the grantor from taxation although he 
has a power affecting beneficial enjoyment if it is effective after the 
termination of the short-term trust period. This exception to section 
674(a) prevents more severe tax consequences from a power exer- 
cisable after that period than from a reversion at that time. But if 
the power still exists, the grantor will be taxable on the income of 
subsequent years under section 674(a), since the power will then be 
currently exercisable. Section 676(b) excepts from section 676(a), 
taxing revocable trust income to a grantor, a power the exercise of 
which can be effective only for a period commencing after the short- 
term trust period. This insures that possession of a power to revoke 
after the expiration of that period will only subject the grantor to 
tax in the year in which the power is currently exercisable. Section 
677(a), taxing a grantor where trust income may be used for his 
benefit, excepts a power the exercise of which can be effective only 
for a period commencing after the short-term trust period, but the 
grantor may thereafter be taxed unless the power is relinquished. 
No changes have been proposed in any of these provisions, although 


125 I.R.C. § 170(b) (1) (A) (i), (ii), or (iii) (1954) organizations (churches, schools, 
hospitals or medical research organizations). 
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they contain some of the worst ambiguities and loopholes im subpart 
E. 

One ambiguity involves correlation between sections 676(b) and 
673(d). Where a power to revoke is exercisable only after more than 
ten years, the grantor should not be taxable, but after ten years, un- 
less he relinquishes it, he is taxable under section 676(b). It is not 
clear whether the correlation of section 676(b) with the reversionary 
interest rules picks up the principles of section 673(d), dealing with 
cases where the date specified for reacquisition is postponed. These 
principles should be equally applicable. 

Section 673(a) was amplified by a Revenue Ruling,’ so that where 
a grantor’s estate has a reversionary interest at his death, while in- 
come will not be taxable to him under section 673(a) if his life ex- 
pectancy is over ten years at the date of transfer, he will be taxed on 
income attributable to property added after the date of transfer and 
within ten years prior to termination, measured by his life expect- 
ancy when the additions are made. 

The biggest loophole in this area is the two-year charitable trust 
rule under section 673(b). This enables avoidance of the limitation 
of the charitable contributions deductions to 30 per cent of adjusted 
gross income, since trust income irrevocably payable to charity is 
not taxed to the grantor, permitting him to obtain a deduction for 
charitable contributions exceeding 30 per cent of his adjusted gross 
income. It is anomalous to limit contributions but permit avoidance 
of the limitation through the use of short-term charitable trusts. This 
gives taxpayers with extra income-producing property an advantage 
over others who receive the same amount of income but derive most 
of it from personal services and are unable to place property in trust. 

Another policy question raised by the charitable trust rules is the 
wisdom of section 673(b)’s requirement that the charitable benefici- 
ary be specifically designated, since it results in the grantor being 
taxed if trust income is payable to charitable beneficiaries to be 
named when income is earned. Furthermore, Regulations tax the 
grantor if half the trust’s income is irrevocably payable to one char- 
ity and the other half to another during the two year period, but if 
each one is to have the income for one of the years, the grantor will 
not be taxed.'** Forcing the grantor to designate charitable benefi- 
ciaries in advance is wrong and the Regulations’ interpretation per- 
mitting two charities to receive it in equal shares without the grantor 
being taxed, is an illogical discrimination. 


126 Rey. Rul 56-601, 1956-2 Cum. Butt. 458. 
127 Reg. Sec. 1.673(b)-1(b) (1956). 
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Another ambiguity occurs where income from a trust for less than 
ten years is payable to an organization, for example, The American 
Red Cross, for which the section 673(b) two-year reversionary char- 
itable trust exception cannot be obtained. Section 170(b) (1) (B) is 
unclear as to whether the income, taxed to the grantor under section 
673(a), is deductible by him as a charitable contribution. 

One big loophole permits a grantor to obtain both a charitable de- 
duction and the exclusion under 673(b) where his reversionary in- 
terest is five per cent or less. For example, where trust income is 
payable to a university for three years, with remainder to the grant- 
or’s son or with income to the latter for life with remainder to his 
issue, the grantor is not taxed because he has no reversion and he re- 
ceives a charitable deduction in the year the trust is created for the 
present value of its first three years’ income. Although section 170 
(b) (1) (B) was designed to eliminate this deduction, both the exclu- 
sion and the charitable deduction can probably be obtained in short- 
term trusts where there is no more than a five per cent reversion. 

An extreme example of the loophole involves a widower with 
$100,000 of six per cent bonds and an annual income, exclusive of 
their interest, of $200,000. If he puts the bonds in trust with income 
payable to a university for two years and then to his son for life with 
remainder to the university, he has no reversionary interest, and a 
charitable deduction is allowed for both the present value of two 
years’ income and for the charitable remainder. He also receives an 
exclusion for the two years’ income. Assuming the present value of 
two years’ income of $12,000 to be $11,400, he may deduct this 
amount. In the 91 per cent bracket this saves $10,374 in taxes as well 
as $5,460 a year for the two years he receives the exclusion, for a 
total tax-saving of $21,294 on the $12,000 contributed by him. Thus 
he gains $9,294, and if the bonds are appreciated property, he avoids 
capital gains tax on the appreciation. This plan becomes profitable 
in the 62 per cent and higher brackets.1** 

A variation is the so-called Pomona Plan, a tax-exempt life income 
contract offered by Pomona College and approved by the Treasury.?” 
Money, securities, or other property is transferred in trust to the 
College with the income payable to the grantor or to the survivor of 
the grantor and another beneficiary for life. Upon the death of the 
survivor, the trust corpus goes to Pomona. The grantor may deduct 


128 Deduction for the present value of a charitable remainder is permitted only where no 
reversionary interests exist. But see Perry v. United States, 160 F.Supp. 270 (Ct.Cl. 1958), 
where a possibility of reverter materialized, and Rev. Rul. 59-141, 1959 Int. Rev. Butt. 
No. 17, at 9. 

129 Special Ruling, 6 CCH { 6807 (Mar. 12, 1958). 
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the present value of the remainder in the taxable year of transfer, 
subject to the limitations for charitable contributions in section 170 
(b) (1). Capital gains tax on appreciated property is avoided, 
Pomona converts the gift into municipal bonds, producing tax-free 
income for the grantor, and section 2055 permits deduction of the 
charitable remainder from his gross estate. 

This ingenious plan *** enables charitably inclined owners of ap- 
preciated property to give it away, retain a tax-free life income, and 
avoid capital gains tax on the appreciation, while obtaining an in- 
come tax deduction for the remainder and eliminating the property 
from their taxable estates without any gift tax costs. An elderly high- 
bracket taxpayer could actually make money by using this device. 
It would be preferable for tax subsidization of charities and private 
schools to be done less indirectly, by raising or removing the percent- 
age limitations on contributions and allowing deductions or credits 
for private school and college tuition. The services of a tax expert 
and a skilled draftsman should not be required for these organiza- 
tions to attract funds, and a tax advantage benefiting only a minority 
of high-bracket taxpayers and only a few organizations should be 
ended. 

It has been proposed that the two-year charitable trust rule in sec- 
tion 673(b) be eliminated and replaced by the ten-year rule in sec- 
tion 673(a).1*? But the Advisory Group believes the benefits of two- 
year charitable trusts should be preserved because they have made a 
considerable amount of money available to charity that it would not 
otherwise have received. Furthermore, they are part of the Code’s 
over-all policy favoring charitable donations. It was even suggested 
that an individual be permitted to obtain similar benefits by assign- 
ing income from his earnings to a charity for two years.’* 

Another approach was in the Technical Amendments Bill of 1958 
as passed by the House.’ A provision, rejected by the Senate, de- 
nied a charitable deduction for transfers in trust after 1956 where 
the grantor had a reversion or there was a remainder to his spouse, 


130 Special Ruling, 6 CCH { 6356 (Feb. 11, 1959), permits application of the additional 
ten per cent limit under section 170(b) (1) (A), but if the income is from an annuity in- 
stead of a trust, the additional limit applies only to the excess of the payment to Pomona 
over the present value of the annuitant’s right to receive annuity payments from it. 

181 A few other colleges, The United Presbyterian Foundation, The Salvation Army (with 
an annuity plan only), and some individuals who have set up charitable foundations have 
similar plans. 

132 JoIntT COMMITTEE ON INTERNAL REVENUE TAXATION AND TREASURY DEPARTMENT, 
List of Substantive Unintended Benefits and Hardships and Additional Problems for the 
Technical Amendments Bill of 1957, item 26 (Nov. 7, 1956). 

133 Hearings, note 5 supra, at 207-208. 

134 H.R. 8381, 85th Cong., 2d Sess. § 9 (1958). 
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ancestors, or lineal descendants. It was fortunate that this provision 
was not enacted since it dealt with only one phase of the problem of 
charitable giving. The entire subject deserves a full study by an ad- 
visory group appointed to make recommendations on the policy of, 
as well as the Code provisions on, charitable contributions. 


ConcLusION 


While the Advisory Group’s work has been good, some problems 
evidently were not considered and will continue to exist even if the 
pending bill is enacted. Insufficient time prevented the Advisory 
Group from discussing support trusts and legal short-term interests. 
Use of the latter for tax avoidance may grow if something is not 
done,’* but the Treasury is working on recommendations regarding 
them." 

Many unintended hardships have been eliminated from subpart 
KE, but certain unintended benefits, such as those in the short-term 
charitable trust area, still exist. In addition, some hardships remain, 
and there are ambiguities in rules which should be applicable with 
complete certainty so as to guide draftsmen. Furthermore, there 
still are litigation-producing factual tests, of which the most serious 
deal with support obligations. 

Further study of the remaining problems in subpart E and related 
areas together with the passage of additional legislation to solve 
them would bring the Code closer to the much desired goal of an 
unambiguous statute containing no unintended benefits and impos- 
ing no unintended hardships upon taxpayers. 


135 Hearings, note 5 supra, at 241-242. 
136 Statement of David A. Lindsay, Assistant to the Secretary of the Treasury, Hearings, 
note 5 supra, at 650. 
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The United States Court of Claims as a 
Forum for Tax Cases 
(Second Installment) * 


EDMUND W. PAVENSTEDT 


ConstTRUCTION OF REMEDIAL LEGISLATION 


As a general rule the Court of Claims adheres to ‘‘the principle 
that a relief statute should be liberally interpreted to reach the evil 
that it was intended to cure.’’ 1° It would, of course, be fatuous to im- 
ply that other federal tax tribunals do otherwise. The question, it 
would seem, is how far each particular court will go in applying the 
stated principle. During the last decade the Court of Claims has had 
occasion to pass on relief provisions covering a wide variety of 
issues. In the main, as one would expect, the remedial legislation was 
given effect, although there were instances in which the Court felt 
that the statutory language was so clear as to preclude an interpreta- 
tion which would achieve a result in harmony with the remedial in- 
tent alleged by the taxpayer. 

Crown Cork & Seal Co., Inc.*** involved a 1945 recapitalization in 
which $2 preferred stock with a stated value of $45 was issued share 
for share in exchange for $2.25 preferred stock with a stated value of 
$42.50. The question was whether the 1947 amendment to section 
1802(a) of the 1939 Code, limiting the stamp tax on shares issued in 
a recapitalization to the extent that they represented newly dedi- 
cated capital, thus precluding a double tax on the old capital, was a 
clarifying amendment or whether its effect was merely prospective. 
The Court, after analyzing the practical aspects of the situation, 
concluded that the statute prior to the amendment had the same 
meaning, although not clearly expressed, which was spelled out or 


* [The First Installment of this article appeared in our November, 1959 issue at 15 Tax 
L. REv. 1 (1959) —Ed.] 

145 Guggenheim v. United States, 127 C.Cls. 121, 126, 116 F.Supp. 880, 884 (1953) (sec- 
tion 7 of Technical Changes Act of 1949 interpreted to grant relief in all cases where an 
estate had been required to pay tax by reason of decedent’s retention of an almost worthless 
reversionary interest in an inter vivos trust, including those in which Government now 
asserted no tax had ever been collectible). 

146 Crown Cork & Seal Co. v. United States, 118 C.Cls. 156, 94 F.Supp. 117 (1950). 
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clarified by the amendment. The reasoning of this decision was fol- 
lowed by two United States district courts.’*? In a later case,™* in- 
volving a transaction which occurred after the 1947 amendment and 
which therefore was clearly subject to the rule that the tax should 
be applicable only to sums representing newly dedicated capital, a 
divided Court of Claims nevertheless sustained the position of the 
Government on the ground that the taxpayer had not succeeded in 
identifying the amount in question as having been previously dedi- 
cated to capital. The dissent felt that the majority had based the tax 
solely on bookkeeping entries as such and that its decision resulted 
in a double tax, ‘‘contrary to the plain terms of the statute.’ 

Guggenheim * dealt with an estate tax deficiency which had been 
collected in 1942 under section 811(c) by reason of retention of a re- 
versionary interest of minimal value in an inter vivos trust. Under 
the trust instrument the death of the settlor was an immaterial fac- 
tor. Some time after the deficiency had been collected, the Treasury 
announced that it would not regard such a transfer as taxable.’ 
Thereafter, following the Spiegel *' case, Congress in section 7 of 
the Technical Changes Act of 1949 * granted retroactive relief in 
cases where tax had been collected by reason of retention of a rever- 
sionary interest worth less than five per cent of the date of death 
value of the transferred property. The Government now took the 
position that this relief provision was inapplicable because the tax 
had been erroneously collected in the first place and the relief was 
applicable only to legally collectéd taxes. The Court rejected this 
hypertechnical argument and held that the relief provision was ap- 
plicable in all situations ** where estate tax had been collected under 
section 811(c) of the 1939 Code on the ground of retention of an al- 
most worthless possibility of reverter.’™* 


147 Westinghouse Electric Corp. v. United States, 96 F.Supp. 961 (D.Pa. 1951), and 
Crown Zellerbach Corp. v. Anglim, 109 F.Supp. 514 (D.Cal. 1952). In United States v. Cali- 
fornia Electric Power Co., 187 F.2d 213 (9th Cir. 1951), it was held that the 1947 amend- 
ment had no retroactive effect, but perhaps this is dictum, since the Court held for the tax- 
payer on another ground. 

148 U, 8. Steel Corp. v. United States, 136 C.Cls. 160, 142 F.Supp. 948 (1956) (4-1). 

149 Guggenheim v. United States, supra note 145. 

150 T,.D, 5512, 1946-1 Cum. BuLL. 264, amending Reg. 105, Sec. 81.17. 

151 Estate of Spiegel v. Comm’r, 335 U.S. 701 (1949). 

152 Pub. L. No. 378, 81st Cong., 1st Sess., 63 Star. 891 (1949). 

158 Except where decedent had retained an income interest. Technical Changes Act of 
1949, Sec. 7(c) (1) (B). 

154 Followed in Bank of New York v. United States, 133 F.Supp. 445 (S.D.N.Y. 1955) ; 
First National Bank of Minneapolis v. United States, 48 A.F.T.R. 1981 (D.Minn. 1955). 
Another instance of a liberal construction of section 7 of the Technical Changes Act of 
1949 is found in cases where the estate had made a settlement based on more than one 
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That a relief provision should be liberally construed was the spe- 
cific basis for the holding in Wala Garage,’™ a case involving a con- 
demnation award expended by the taxpayer in the acquisition of 
similar facilities. Part of the award was paid directly to a mort- 
gagee, and to this extent the taxpayer obviously had to expend for 
the new facilities money derived from a source other than the award. 
The Court, however, agreed with the taxpayer that for purposes of 
section 112(f) of the 1939 Code *** the money paid to the mortgagee 
should be regarded both as having been ‘‘ received’’ and ‘‘expended’’ 
by the taxpayer. 

In Bulova Watch Co.’* the taxpayer, when applying section 734 
of the 1939 Code to render its base period net income consistent with 
the computation of its excess profits credit, was permitted to increase 
such income by decreasing ‘‘ grossly excessive’’ additions to its bad 
debt reserve which it had deducted during that period, and by com- 
pletely eliminating deductions for items treated as expenses which 
rather clearly should have been capitalized. The holding was based 
on the proposition that this section was a ‘‘relief measure’’ designed 
to permit a corporate taxpayer to show its ‘‘true income’’ for the 


base period years.’ 
Section 3801 of the 1939 Code, a relief provision which mitigates 


ground, 4.e., where the Government had proposed inclusion of an inter vivos trust in the 
gross estate not solely by reason of retention of an almost worthless possibility of reverter, 
but also on some other ground, such as contemplation of death. In Roberts v. United States, 
148 F.Supp. 943, 946 (C.Cls. 1957), a divided Court of Claims originally held that it was 
impossible to allocate the settlement payment in part to one issue and in part to another. 
Judge Madden, dissenting, stated: 

«¢. . . Section 7 is a remedial statute, intended to relieve from taxes or refund taxes in 
cases where the tax is based upon the existence of a possibility of reverter. I have no doubt 
that the plaintiff paid, and was required to pay a considerable part of the tax in question 
because of the existence of a possibility of reverter. To the extent that he did so pay it, I 
think section 7 entitles him to relief. The determination of that extent is, of course, not a 
matter of accurate calculation from known data. It is only an estimate, arrived at on the 
basis of the evidence... .’’ 

Thereafter, on plaintiffs’ motion for rehearing, the Court vacated its prior decision and 
concluded that a 50-50 allocation was the nearest it could approach to render justice to 
both parties (138 C.Cls. 797, 151 F.Supp. 749 (1957) ; followed in Heater v. United States, 
138 C.Cls. 813, 151 F.Supp. 753 (1957), and in Pyne v. United States, 169 F.Supp. 811 
(C.Cls. 1959) (granting refund of 70 per cent) ). 

155 Wala Garage v. United States, 163 F.Supp. 379 (C.Cls. 1958). 

156 This subsection provides for non-recognition of gain in the event of involuntary con- 
version. 

157 Bulova Watch Co. v. United States, 163 F.Supp. 633 (C.Cls. 1958). 

158 In Pond’s Extract Co. v. United States, 133 C.Cls. 43, 134 F.Supp. 476 (1955), the 
Court rejected the taxpayer’s argument that section 734 should not be applied, since to do 
so under the circumstances of that case would result in unjust enrichment of the Govern- 
ment. It concluded that ‘‘ regardless of the equities, section 734 is mandatory if its condi- 
tions are met,’’ but granted relief to the taxpayer on another ground. See pp. 207-208 
infra. ° 
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the effect of the statute of limitations, has often proved troublesome. 
In order to be applicable, there must be a ‘‘determination’’ in which 
a position is maintained which is inconsistent with a prior position 
and results in the erroneous double inclusion of an item in gross in- 
come, the erroneous double allowance of a deduction, etc. A divided 
Court of Claims in Moultrie Cotton Mills *** held that the allowance 
of a claim for refund may constitute a ‘‘determination.’’ The cir- 
cumstances were that the taxpayer, a manufacturer of cotton goods, 
in 1941 elected to use the LIFO method of computing the value of 
part of its inventory, raw cotton in bales, for tax purposes. In 1948, 
the taxpayer made another election pursuant to which it adopted 
the LIFO inventory method also with respect to the cotton content 
of goods in process and finished goods. Under the Regulations it was 
required to go back and recompute its inventories for the years 1941 
to 1947 on the same basis. In so doing, there resulted from the re- 
quired inventory adjustments an over-payment of taxes for the years 
1941 to 1946 and a deficiency in tax for 1947. 

In 1953 the Commissioner rejected the claims for 1941, 1942, and 
1944 because the statute of limitations had run as to these years. Sub- 
sequently, in 1954 the Commissioner allowed the claims with respect 
to 1943 (open by consents extending the period of limitation), 1945, 
and 1946. The Court held that the allowance in 1954 of the claims for 
refund for the later years, based on the required inventory recompu- 
tation, was a determination by the Commissioner inconsistent with 
the prior (1953) denial of the claims for the earlier years which were 
based on the same required recomputation. 

Two judges dissented on the ground that section 3801 of the 
1939 Code does not apply where recomputation of the income for the 
earlier years occurred as a result of the taxpayer’s own election. The 
dissent also commented: *®° 

I do not understand the court’s statement that the Commissioner took in- 
consistent positions in denying refunds for the earlier years and granting 
them for the later years. The only reason for the different treatment was the 
Statute of Limitations. It had nothing to do with methods of computing in- 
ventory. Surely the Commissioner does not open the situation for the applica- 


tion of section 3801 every time he decides that some of a taxpayer’s claims for 
refund are barred by limitation and some are not. 


The scope of section 3801 was also involved in M. Fine & Sons 
Manufacturing Co.’™ One of the issues in that case concerned a fac- 


159 Moultrie Cotton Mills v. United States, 138 C.Cls. 208, 151 F.Supp. 482 (1957) (3-2). 

160 Id, at 487. For an interesting discussion of this decision, see 3 RABKIN AND JOHNSON, 
FEDERAL INCOME GIFT AND ESTATE TAXATION §§ 76.07 and 76.08. 

161 M, Fine & Sons Manufacturing Co. v. United States, 162 F.Supp. 763 (C.Cls. 1958), 
vacated and withdrawn, 168 F.Supp. 769 (C.Cls. 1958). 
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tory which had been donated to the taxpayer in 1944 by-the city of 
Vicksburg in which it was located. The taxpayer, following the then 
accepted rule that industrial property donated by a community took 
a zero basis in the hands of the donor, claimed no annual deprecia- 
tion deductions with respect to the plant and used that basis when 
computing its gain on the 1947 sale of the property. Subsequently, 
in 1950, the Supreme Court held that property contributed by a com- 
munity constituted a contribution to the taxpayer’s capital and that 
accordingly the transferor’s basis was the proper basis for depre- 
ciation.’ The taxpayer promptly filed a timely claim for refund for 
1947 asserting its right to take the transferor’s basis for computing 
gain realized on the 1947 sale. This claim was allowed in part, since 
the Commissioner insisted on reducing such basis by the amounts of 
depreciation which were allowable for 1944-1946 under the rule of 
the Brown case, but which actually had not been claimed or allowed. 
Thereafter, in 1952, taxpayer filed claims for refund for these earlier 
years which were timely only if within the scope of section 3801. The 
Court of Claims held that they were, saying: ** 

The Government urges that, under the doctrine which we are applying in 
the ease of the Vicksburg factory, the statute of limitations will always be 
nullified when, as here, the statute has run against depreciation which could 
have been, but was not, taken, and the property is later sold and the Com- 
missioner reduces the basis and thus increases the capital gains tax by the 
amount of depreciation ‘‘allowable’’ but not taken in the years barred by the 
statute. The argument is a cogent one, but we think the situation is included 
within the remedial scope of section 3801. 


Relief provisions benefiting soldiers, particularly the estates of 
those killed in action, have also received liberal interpretation by 
the Court of Claims. The King’ case dealt with an exemption *” 
from tax accorded trust income accumulated for a beneficiary who 
had so died in Italy in 1944. No tax was payable for any year during 
which the beneficiary, who reported for active service in 1943, was a 
member of the military or naval forces of the United States. He had 
become a member of the Enlisted Reserve Corps in 1942, but as such 
wore no uniform, received no pay, and was not subject to military 
discipline, except for failure to report when ordered. The Commis- 
sioner allowed the refund claims for 1944 and 1943, but balked at 
1942. The Court of Claims, in the absence of any legislative history 
of the particular provision, reasoned from Congressional intent re- 


162 Brown Shoe Company, Ine. v. Comm’r, 339 U.S. 583 (1950). 

163 See second opinion, M. Fine & Sons Manufacturing Co. v. United States, supra note 
161, at 774-775. 

164 King v. United States, 125 C.Cls. 320, 112 F.Supp. 804 (1953). 

165 Revenue Act of 1951, Sec. 345, 65 Star. 517. F 
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corded in connection with the enactment of analogous provisions, 
that membership in the Enlisted Reserve Corps should qualify as 
part of decedent’s membership in the armed forces. 

The Court has been liberal in other cases involving taxes allegedly 
owed by a soldier.’ But in this field, also, there are limits, as in the 
Wallace '* case, involving a soldier killed in action after joining the 
armed forces in November, 1942. His widow unsuccessfully argued 
that the income tax abatement provision ’* also covered his income 
tax for 1941 because it came due and had been paid in 1942 and hence 
must be deemed a tax ‘‘for the taxable year 1942.’’ 

Additional instances in which the Court differed with the tax- 
payer as to the interpretation of some particular relief provision 
were Pond’s Extract Co. Dravo Corporation,’ and Huron Mill- 
ing Co.,’™ in the last two of which, however, the Court divided 3-2. 

In the Dravo case a subsection of the excess profits tax law provid- 
ing for carryback of unused excess profits credit 1* was held manda- 
tory, even though the taxpayer pointed out that by reason of the over- 
all 80 per cent tax ceiling, the carryback did not diminish the income 
and excess profits taxable for that year and had the sole effect of 
cutting down the ten per cent post-war refund of excess profits tax. 
Thus, application of the intended relief provision in this particular 


166 Woodward v. United States, 124 C.Cls. 82, 109 F.Supp. 414 (1953) (killed June 4, 
1944; administrator sued for refund of 1943 income tax; Government unsuccessfully tried 
to offset money due it on account of renegotiation of profits by a partnership of which 
soldier had been a partner; the other partner when he renegotiated had no authority to 
bind the soldier’s estate) ; Prince v. United States, 127 C.Cls. 612, 119 F.Supp. 421 (1954) 
(3-1) (could have gotten exempt disability pension at 60, but for patriotic reasons stayed 
on and took old age pension; Secretary of Army refused to use his statutory power ‘‘to 
remove an injustice,’’ so Court of Claims did). See also, Court Bills the Army $20,000 for a 
Binge, N.Y. Times, Oct. 11, 1958, p. 1, col. 1, deseribing a Court of Claims decision in a 
non-tax case involving an overworked officer who, on the advice of Army medical authori- 
ties, went on a ‘‘binge’’ with disastrous consequences resulting in permanent disability, 
which the Court held was ‘‘service-connected.’’ 

167 Wallace v. United States, 127 C.Cls. 701, 119 F.Supp. 205 (1954). See also Byers v. 
United States, 136 C.Cls. 250, 141 F.Supp. 927 (1956) (no change of domicile where soldier, 
whose first American wife divorced him in 1946, remained abroad as a civilian employee of 
the Army from 1947 to 1949, and married a Belgian October, 1946 ; therefore, could not take 
advantage of the Belgian community property law though he gave his Tennessee property, 
a house and a night club, to his first wife; but he never established a Belgian domicile, 
being stationed mostly in Germany). 

168 I.R.C. § 421 (1939). Supplement U, added by section 8 of the Current Tax Payment 
Act of 1943, which expired by the terms of its own provisions and was in no way connected 
with new Supplement U (I.R.C. §§ 421 through 424 (1939) ), enacted as section 301 of the 
Revenue Act of 1950, 64 Star. 906, 946. 

169 See note 158 supra. 

170 Dravo Corp. v. United States, 133 C.Cls. 470, 138 F.Supp. 274 (1956). 

171 Huron Milling Co. v. United States, 131 C.Cls. 133, 130 F.Supp. 818 (1955). 

172 T.R.C, § 710(¢) (3) (A) (1939). 
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case resulted not only in no relief but, in fact, in a greater net tax. 
The dissent argued that the word ‘‘shall’’ when used in a statute is 
only ‘‘presumptively mandatory,’’ that it has frequently been held 
to mean ‘‘may,’’ and that the case seems ‘‘to call eloquently for such 
an interpretation.”’ 

A Regulation limiting to hardship cases a relief provision ' which 
on its face appeared to grant a retroactive LIFO election not condi- 
tioned on such a showing was sustained in the Huron Milling Co. 
case. The dissenting judges maintained that the Regulation almost 
completely nullified the retroactivity of the statute. When the same 
provision again came before the Court in Joseph Horne Co.,™ it 
held for the taxpayer, not because it had now been persuaded that 
the limiting Regulation was erronerous, but on the ground that the 
taxpayer had made out a case of hardship falling within its ambit. 


Spreciric Liserauizinc Provision Given Errect 


An example of such statutory construction is the Merrill?” case 
in which the Court rejected an attempt to apply to the taxpayer’s net 
long-term capital gains the 90 per cent income tax ceiling rate. It 
held that the ceiling limitation on the tax rate is to be applied after 
excluding from taxable income the gains to which the alternative 
capital gains tax applies. It believed that this holding was proper: 1*° 

. .. in preserving for the taxpayer the benefits of both the effective rate 


limitation of section 12(g) and the capital gains provisions of section 117(c) 
(2), each intended as a liberalization in favor of the taxpayer. 


The Du Pont '™ case involving the tax consequences of revoking 
an election to defer part of the payment of excess profits tax under 
section 710(a) (5) of the 1939 Code may also be grouped in this cate- 
gory. 

EquitaBLE REcOUPMENT 

In the Pond’s Extract Company *® case, the taxpayer in 1940 set- 
tled an excise tax controversy involving prior years. Deductions for 
the amount paid in the settlement were taken for the prior years in- 
volved which, in the main, were what for excess profits tax purposes 
turned out to be the base period years of 1936-1939. Such spreading 


173 Pub. L. No. 756, 81st Cong., 2d Sess., ch. 851 (1950), amending I.R.C. § 22(d) (6) (A) 
(1939). 

174 Joseph Horne Co. v. United States, 161 F.Supp. 580 (C.Cls. 1958) (4-1). 

175 Merrill v. United States, 122 C.Cls. 566, 105 F.Supp. 379 (1952). 

176 Td. at 579; emphasis added. 

177 E. I. Du Pont de Nemours & Co. v. United States, 137 C.Cls, 191, 147 F.Supp. 486 
(1957). 

178 Pond’s Extract Co. v. United States, supra note 158. 
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back of a deduction representing the amount paid on account of a 
contested tax was in accordance with the then Treasury practice. 
Early in 1944 the Dixie Pine ‘ decision changed the rule to limit de- 
ductibility of a contested tax to the year of the termination of the 
contest.’®° This meant that the entire deduction could be taken only 
in 1940 and in no other year. The taxpayer did not file a refund 
claim prior to March 16, 1944, when the statute ran with respect 
to 1940. Thereafter, for 1944, when computing its excess profits 
credit on the average earnings basis, it eliminated from the base 
period the deductions taken to reflect the excise tax settlement. The 
Commissioner agreed that this was proper, but simultaneously in- 
sisted on applying section 734 so as to add to the company’s 1944 
excess profits tax the amount of tax benefit it had obtained in 1936- 
1939 by reason of the erroneously timed deductions, plus interest 
thereon. Since 1940 was barred, this meant that the taxpayer did not 
get a deduction for the compromised excise taxes in any year. 

In the Court of Claims the taxpayer’s argument that under these 
circumstances a relief provision such as section 734 ought not to be 
applied was, as noted, rejected. However, the Court did grant relief 
on the theory of equitable recoupment, allowing the taxpayer to re- 
coup against the amounts added to its 1944 excess profits tax by rea- 
son of the section 734 adjustment, the income tax which it had mis- 
takenly overpaid for 1940 in not claiming the excise tax deduction 
for that year, for which a timely claim for refund was not filed. The 
Court was able to bring the situation within the limitation imposed 
by the Supreme Court in the Electric Storage Battery '' case be- 
cause the only transaction or taxable event involved in the Pond’s 
case was the 1940 erroneous allocation of the excise tax compromise. 

Equitable recoupment, however, like ‘‘looking behind the form 
for the substance’’ '** and other rules designed to do equity, is a two- 
edged sword which, after the Pond’s case and in reliance thereon, 
was applied in favor of the Government in at least two cases.'** 


Tax Benerit Rue 


During the last decade there have been several unusual situations 
involving the so-called tax benefit rule which have elicited interest- 
ing decisions from the Court of Claims. 


179 Dixie Pine Products Co. v. Comm’r, 320 U.S. 516 (1944). 

180 At least in the case of an accrual basis taxpayer. 

181 Rothensies v. Electric Storage Battery Co., 329 U.S. 296 (1946). 

182 See discussion pp. 207-208 supra. 

183 Du Pont v. United States, supra note 177; National Biscuit Co. v. United States, 140 
C.Cls, 443, 156 F.Supp. 916 (1957). 
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The first in point of time involved Tuttle, a stockholder of a bank 
stock holding company.'** His holding company stock became worth- 
less in 1933 when he deducted its cost of $145,000, which exceeded his 
income by $90,000. Although he was not an owner of bank stock, he 
and his fellow holding company stockholders were held subject to the 
statutory double liability. On appeal, they made some sort of com- 
promise pursuant to which he paid an assessment of about $15,000 
in 1934 which he deducted, this time with full tax benefit. In a later 
year he received a repayment of part of this assessment. The Govern- 
ment claimed this was taxable income. The Court of Claims thought 
otherwise. It viewed the assessment as an addition to Tuttle’s orig- 
inal cost and held that after deducting from the amount of $160,000 
($145,000 plus $15,000) the losses to the extent that they resulted in 
tax benefits, namely, $70,000 ($55,000 in 1933, plus $15,000 in 1934), 
the difference of $90,000 could first be recovered tax-free. It also held 
that since for double liability purposes Tuttle had been treated as 
though he were a direct bank stockholder, he should be similarly 
treated for purposes of the tax benefit rule. 

The Tuttle tax benefit doctrine was followed by the Tax Court '* 
and the Court of Appeals for the Sixth Circuit,'** and finally acqui- 
esced in by the Internal Revenue Service, limited by the latter, how- 
ever, to direct bank stockholders.1** 

The well-known Lewyt 1** case involved a subsidiary issue which 
was passed on by the Supreme Court. The principal holding was that 
an accrual basis taxpayer could not add to his operating loss the 
preceding year’s excess profits tax which it actually paid in the loss 
year. The subsidiary point was this. 

In 1944 the taxpayer had Government contract profits on which 
the excess profits tax would have been $625,000. Later, through re- 
negotiation this amount was substantially reduced, and it was fur- 
ther reduced by a net operating loss carryback of $164,000 from 1946, 
so that the ultimately determined 1944 excess profits tax was $280,- 
000. The question arose which 1944 excess profits tax figure should 
be used in computing the part of the $164,000 net operating loss, if 
any, which remained available to offset income for 1945, the year 
immediately preceding the 1946 loss year. 

In this computation section 122(d)(6) of the 1939 Code required 


184 Tuttle v. United States, 122 C.Cls. 1, 101 F.Supp. 532 (1951). 
185 Louise W. O’Brien, 22 T.C. 661 (1954). 
186 Comm’r v. Estate of Murphy, 229 F.2d 569 (6th Cir. 1956), affirming 22 T.C, 242 


(1954). 
187 Rev. Rul. 55-619, 1955-2 Cum. Butt. 52. 
188 Lewyt Corp. v. Comm’r, 349 U.S, 237 (1955). 
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1944 income to be reduced first by the amount of tax imposed by the 
excess profits tax provisions.’*® But what was the amount imposed? 
Was it the amount of $625,000 accrued at the end of 1944 and re- 
flected in the return for that year, or was it the much smaller ulti- 
mately determined amount? The Government pointed out that the 
amount of 1944 income from which the excess profits tax was to be 
deducted was the net income revised downward after taking the re- 
negotiation into account. In the Lewyt case that revised net income 
was $584,000 or less than the originally accrued excess profits tax of 
$625,000, with the result that if such originally accrued tax were 
used in the computation, as contended by the taxpayer, the undimin- 
ished loss carryback would be applicable against the 1945 income. 
The Government urged that from the ultimately determined net in- 
come of $584,000 there should be deducted the ultimately determined 
excess profits tax of $280,000, leaving $304,000, or more than enough 
to absorb the $164,000 carryback, with no balance remaining to be 
applied against 1945 income. 

The Government also argued that the taxpayer having received a 
large credit or refund of excess profits tax by reason of renegotia- 
tion should not derive a double benefit by having the large, originally 
accrued tax used to wipe out 1944 income for loss carryback pur- 
poses. 

The Supreme Court, however, in a 5-3 decision held that the 
statute sustained the taxpayer’s position. 

Finding itself defeated on this approach, the Government in a 
series of cases attacked the problem in another direction. It conceded 
that under the Lewyt case the taxpayer was entitled to use the full, 
original amount of its excess profits tax for years preceding the loss 
year in net operating loss deduction computations, which would 
eventually culminate in a reduction of its tax for the year first pre- 
ceding the loss year or for one or both of the two years following 
the loss year. But it now contended that the taxpayer, having ob- 
tained this tax benefit from the full 1944 excess profits tax, should 
be forced to take into income such part thereof as is later refunded 
either in the year when the refund accrues or in the later year of its 
payment. The Government argued that the rationale of the judi- 
cially created tax benefit rule is to prevent the unjust enrichment 
that would occur by leaving untaxed a refund previously paid, which 
has also been used to diminish taxable income. 

189 Section 122(d) (6) (1939) allows as a deduction from the net income of a year pre- 


ceding the loss year ‘‘the amount of tax imposed by Subchapter E of Chapter 2 [i.e., the 
excess profits tax] paid or accrued within the taxable year... .’’ 
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This argument was rejected by the Court of Claims,’” and later 
by the Court of Appeals for the Third Circuit *” and the Tax 
Court,’ on the ground that section 22(b)(12) of the 1939 Code, 
which codifies the tax benefit rule with respect to certain specific 
items, requires that the deduction of the item which is later recovered 
must actually cause a reduction of the tax for the prior year. Since 
under the Code excess profits taxes paid or accrued are not deduct- 
ible in computing taxable net income, this prerequisite for the ap- 
plicability of the tax benefit rule was lacking, and the Government, 
in the words of the Court of Appeals for the Third Circuit, was not 
permitted ‘‘to achieve substantially the same goal that it failed to 
gain in the Supreme Court.’’ 

Two other unusual tax benefit decisions should be mentioned. In 
the Perry '™ case the taxpayer had created a trust for the benefit of 
a town, with the condition that the property must be used to build a 
public library. Several years later the town decided not to use the 
property for the specified purpose, and corpus and accumulated in- 
come reverted to the donor. He conceded that he was taxable on the 
income, but regarded the corpus as a gift from the town. The Gov- 
ernment and a minority of the judges thought that he should take 
the fair market value of the corpus, which included unrealized ap- 
preciation, into income. The majority, however, felt fairness would 
be satisfied if the amount of tax saved in prior years due to deduc- 
tions of the value of the gifts in trust were added to Perry’s tax for 
the year in which the property was returned to him. In other words, 
it cancelled to the penny the prior tax benefits. The result reflects 

equity. The Service has announced that it will not follow this deci- 
sion because contrary to a long line of case law.’” 


190 National Forge & Ordnance Co .v. United States, 139 C.Cis. 204, 222, 151 F.Supp. 937 
(1957) ; Continental Foundry & Machine Co. v. United States, 159 F.Supp. 608 (C.Cls. 
1958) ; Lockheed Aircraft Corp. v. United States, 161 F.Supp. 399 (C.Cls. 1958) ; and Todd 
Shipyards Corp. v. United States, 161 F.Supp. 401 (C.Cls. 1958). 

191 Budd Co. v. United States, 252 F.2d 456 (3d Cir. 1957), affirming 148 F.Supp. 792 
(E.D.Pa., 1957). 

192 F', L, Jacobs Co., 30 T.C. 1194 (1958). 

193 Budd Co. v. United States, supra note 191, at 458. 

194 Perry v. United States, 160 F.Supp. 270 (C.Cls. 1958) ; see Note, Replacement of Tax 
Recovery Rule by a New Tax Benefit Rule, 33 TULANE L. Rev. 247 (1958). 

195 T.ILR. No. 128, Feb. 2, 1959, states that while it is not feasible that Supreme Court 
review be requested, the decision conflicts in principle with the rule that recoveries of items 
previously deducted with tax benefit constitute taxable income in the year of recovery to 
the extent of such benefit. The approach used in the Perry case, however, would seem to be 
in line with statutory provisions which, while imposing tax in the year in which the final 
taxable event occurs, base that tax on the taxable income and rates of the earlier year or 
years in which related events occurred, ¢.g., section 421(f) (1954) (effect of disqualifying 
disposition of stock acquired under a restricted stock option) and section 1341 (1954) (com- 
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Another illustration of an unusual application of the tax benefit 
rule is the decision in Quincy Mining Company.’ Again, this was a 
3-2 decision. Simplifying the facts somewhat, the taxpayer refined 
copper in a mill located on a lake into which it dumped the tailings. 
From 1919 to 1921 it operated at a loss. During all years, including 
those three years, it deducted its total costs, as was standard prac- 
tice in the industry. In 1947 a process to extract whatever copper 
was left in the tailings had been perfected, and some Government 
agency supplied the funds required for a new mill designed to 
process the tailings, which were pumped out of the lake. Against 
the sale price the company for 1947 allocated as part of cost of goods 
sold that part of the 1919-1921 costs which had exceeded its income 
for these earlier years. 

The majority reasoned that the money which the company re- 
ceived in 1947 was, in part, attributable to the expense which it had 
incurred in 1919 through 1921. Some of that expense had never had 
any tax consequences, and so it was proper to treat it as a part of 
the cost of the copper sold in 1947.1" 

The dissent objected to such disregard of the fundamental tax 
principle of computing income on an annual basis. If the taxpayer 
in the earlier years had charged part of its cost to the cost of produc- 
ing the tailings and had carried them in inventory, it would have 
been able to deduct such costs from the 1947 sales price. But it did 
not do this and should be bound by the deductions it claimed in the 
earlier years. ‘‘The fact that it realized no tax benefit in 1919, 1920 
and 1921 is immaterial.’’ 


putation of tax where taxpayer restores substantial amount held under claim of right). 
Compare also sections 1301 through 1304, covering computation of tax on income attribut- 
able to several taxable years. 

The approach also reaches a result different from that which the Court of Claims felt 
itself obliged to adopt in Consolidated Edison Co. of New York v. United States, 133 C.Cls. 
376, 135 F.Supp. 881 (1955), based on its own earlier decision in Chestnut Securities Co. 
v. United States, 104 C.Cls. 489, 62 F.Supp. 574 (1945), that accrual of a contested tax 
cannot survive payment. In the Edison case, New York City in 1936 adopted a new method 
of valuing the real estate of a public utility, which was promptly held unconstitutional. 
The Edison Company paid the tax under protest, presumably to save heavy interest charges 
and possibly also for public relations reasons, and promptly brought proceedings for abate- 
ment. Those culminated in a settlement under which, in an excess profits tax year, it re- 
ceived a large refund. Under the Chestnut rule it was forced to take a deduction for the 
full amount paid in the relatively low tax year of payment and to take the refund into in- 
come in the relatively high tax year of settlement. The approach of the Perry case would, 
it is submitted, have led to a more equitable result. The other side of the argument, of 
course, is the administrative desirability of an annual accounting. 

196 Quincey Mining Co. v. United States, 156 F.Supp. 913 (C.Cls. 1957). 

197 See Note, 44 Va. L. REv. 639 (1958). 
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INTEREST ON DEFICIENCIES AND REFUNDS 


Refusal to extend rule of Koppers case. On the question whether 
interest is chargeable on a deficiency which was later wiped out, the 
Court of Claims initially based its conclusions on the nature of the 
circumstances which caused the elimination of the deficiency. If that 
resulted from a subsequent fortuitous occurrence which generated a 
loss earryback, it agreed with the Government that it was entitled to 
interest until the due date of the return for the loss year.’ But 
where the deficiency was wiped out by the relief afforded by section 
722 of the 1939 Code, it held to the contrary, on the ground that the 
circumstances which gave such relief were in existence during the 
taxable year which gave rise to the deficiency and that, therefore, 
in a sense, such deficiency never existed.’ 

In United States v. Koppers Company?” the Supreme Court 
reversed the Court of Claims, stating that while the statute did not 
specifically cover the point, its underlying purpose (quick collec- 
tion of large sums needed by the Government in a national emer- 
gency), several related provisions, and the legislative history of 
section 722 impelled the Supreme Court to the conclusion that the 
abatement under section 722 did not have retroactive effect on the 
interest chargeable on the amount abated, but relieved taxpayers 
from payment of interest on potential deficiencies only from the 
time of the abatements. 

The Court of Claims, however, has resisted the Government’s 
attempt to extend the Koppers holding. In Consolidated Electronics 
Co. 7°! the Commissioner had determined deficiencies in excess prof- 
its tax based on the equity invested capital method, which were later 
reduced by reason of a constructive average base period net income 
determined under section 722. This was approved by the Commis- 
sioner on April 20, 1948, but the reduced deficiencies were not as- 
sessed until December 8, 1950. The Commissioner’s claim, based on 
Koppers, that interest on the original deficiencies ran until such 
later date, was rejected, the Court distinguishing Koppers because 
in that case the Commissioner had not approved the determination 


198 Rodgers v. United States, 123 C.Cls. 779, 108 F.Supp. 727 (1952). 

199 Henry River Mills Co. v. United States, 119 C.Cls. 350, 96 F.Supp. 477 (1951) ; Kop- 
pers Co. Ine. v. United States, 126 C.Cls. 847, 117 F.Supp. 181 (1953) (3-1) ; Linn Mills v. 
United States, 128 C.Cls. 635, 121 F.Supp. 887 (1954) (4-1). 

200 United States v. Koppers Co. Inc., 348 U.S. 254 (1955), reversing 126 C.Cls. 847 
(1953). 

201 Consolidated Electronics Industries Corp. v. United States, 135 C.Cls. 73, 140 F.Supp. 


405 (1956). 
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of the Excess Profits Tax Council until he assessed the deficiencies 
based upon that determination. 

This decision was unanimous, as was the decision in the Du 
Pont?” case, in which the Koppers case was again distinguished. 
The Du Pont Company elected under section 710(a) (5) of the 1939 
Code to defer payment of part of its 1942 excess profits tax, with 
respect to which it had filed a section 722 claim. In December, 1945 it 
revoked this election and paid the deferred tax with interest, in 
reliance on a ruling which held that such interest was deductible in 
1945. Later the section 722 relief eliminated almost all of the de- 
ferred tax. The Commissioner conceded that if the company had not 
withdrawn its option to defer payment of its excess profits tax under 
section 710(a)(5), it would not have been liable to any extent for 
interest on the amount of the reduction made under section 722, but 
he insisted that because the company voluntarily revoked its option 
late in 1945, it should be placed in the same position as if it had 
never deferred any amount under section 710(a) (5). 

The Court of Claims pointed out that the Koppers case held that 
the excess profits tax which is not deferred under section 710(a) (5) 
is regarded as due at the time the taxpayer files his return and that 
interest runs on such tax until it is abated by a decision under sec- 
tion 722. The Court of Claims said that the Koppers case clearly 
was not this case. It upheld the taxpayer’s right to withdraw its 
election and denied interest to the Government on excess profits tax, 
later abated, when the taxpayer had originally elected to defer pay- 
ment thereof. Accordingly, the company was entitled to a refund of 
the interest which it had paid in 1945 on so much of the deferred tax 
as was eliminated by section 722. The Government’s real complaint 
apparently was that such refund would fall in a much lower tax year 
than 1945, the last of the high tax years in which, in reliance on the 
above mentioned ruling, the company had taken the benefit of the 
interest deduction. As to this appalling inequity the Court observed, 
‘‘The courts cannot rewrite the statute to the advantage of the 
Government.’’ 

In the Virginia Electric € Power Company *” case, an unused 
excess profits credit carryback from 1942 to 1941 had resulted in a 
reduction of 1941 excess profits tax of $430,000 and in a correlative 
increase in 1941 income tax of $133,000. On June 2, 1943, the Com- 
pany filed a claim for refund of the $430,000. On that date interest 


202 E, I. DuPont de Nemours & Co. v. United States, supra note 177. 
203 Virginia Electric & Power Co. v. United States, 130 C,Cls, 189, 126 F.Supp. 178 
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began to run on the over-payment of $430,000 and against the Com- 
pany on the deficiency of $133,000. The question was how long did 
the interest run. The parties were agreed that interest on the income 
tax deficiency ceased to run on April 28, 1946, because 30 days before 
that date the Company had filed a waiver under section 272(d) of 
the 1939 Code consenting to immediate assessment and collection. 
The income tax deficiency was actually assessed on June 25, 1947. 

The Commissioner applied part of the Company’s over-payment 
of its excess profits tax to pay the $133,000 income tax deficiency with 
accrued interest and refunded the balance of the over-payment on 
July 12, 1949, with interest running from June 2, 1943 to that date. 
That part of the transaction was not in dispute. The dispute was as 
to how long interest ran in favor of the Company on that part of the 
over-payment which was retained by the Government to satisfy the 
income tax deficiency. The Government in making its refund allowed 
interest on that amount only to April 28, 1946, the date on which it 
stopped charging the plaintiff interest on the plaintiff’s deficiency 
in income tax. This had been uniform practice and policy of the 
Treasury and was considered by it to be based upon equity and 
fairness. 

The Company, however, pointed out that under the statute, sec- 
tion 3771(b) (1) of the 1939 Code, interest runs until the date of the 
assessment in cases where the amount against which a credit is 
taken is an additional assessment of tax.?* The Government argued 
that carrybacks, which reduce the excess profits tax and increase 
the income tax of a prior year, do not create true deficiencies nor 
true over-assessments and hence create no basis for a formal credit, 
such as is referred to in section 3771(b)(1). It claimed that such 
cases of carrybacks involved not disputes, but mere mathematical re- 
calculations. The Court conceded that if a question of ordinary ac- 
counting were involved, the Government would be right. It held, how- 
ever, that the Commissioner did not have the power, in the teeth of 
the statute, to treat the situation as if it were a mere matter of ra- 
tional accounting. As to equities, it observed that if the Commis- 
sioner had made the assessment promptly within the 30-day period 
subsequent to the waiver, the interest in dispute would not have 
accrued. Accordingly, the plaintiff was held entitled to interest run- 
ning until June 25, 1947, the date of the assessment of the deficiency, 


204 Section 3771(b) (1) (1939) provides that interest shall be allowed and paid ‘‘In the 
case of a credit, from the date of the overpayment to the due date of the amount against 
which the credit is taken, but if the amount against which the credit is taken is an addi- 
tional assessment of a tax imposed by the Revenue Act of 1921, 42 Stat. 227, or any subse- 
quent Revenue Act, then to the date of the assessment of that amount.’’ 
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on that part of its over-payment which was used by way of credit 
to satisfy its income tax deficiency, even though it was charged with 
interest on that deficiency only to April 28, 1946. 

The Court of Claims followed the Virginia Electric & Power 
Company case in four later decisions.*” At least one district court 
had reached the same result.?°° In Revenue Ruling 55-485 the Inter- 
nal Revenue Service gave up the fight and announced that in the 
future it will allow interest on such over-payments without contest.?” 

No interest is due on a refund of federal estate tax based on the 
credit allowable for state death taxes paid. Because of this excep- 
tion and the fact that estate tax litigation often runs for many years, 
the question whether a refund is based on the credit or on some other 
ground where interest would be allowable, such as over-valuation of 
estate assets, may involve enough money to justify additional litiga- 
tion. In three decisions on this point the Court of Claims and the 
Court of Appeals for the Second Circuit, on substantially similar 
facts, have reached opposite conclusions.?” 

Suppose an executor files an estate tax return showing a gross 
estate tax payable of $70,000; he claims a statutory credit for state 
death taxes of $10,000, anticipated but as yet unpaid, and therefore 
pays a net federal tax of $60,000. On audit, a deficiency is proposed 
and then the case goes to the Tax Court, with the final result that the 
Commissioner loses on all points, and furthermore, the executor is 
able to show that he over-valued some asset and that the true gross 
estate tax was not $70,000 but only $65,000. At this point, no credit 
for state taxes has been allowed, since they have not yet been finally 
paid. But upon subsequent proof of payment a state credit of $8,000 
is allowed on a gross tax of $65,000, reducing the net tax to $57,000. 
Since the executor has paid $60,000 with his return, he receives a 
refund of $3,000. Should he also receive interest on the $3,000 since 
the day on which he paid the $60,000? 

The Court of Appeals for the Second Cireuit held that he should 


205 Dewey Portland Cement Co. v. United States, 131 C.Cls. 41, 128 F.Supp. 385 (1955) ; 
The Abney Mills v. United States, 131 C.Cls. 159, 130 F.Supp. 353 (1955) ; Matson Naviga- 
tion Co. v. United States, 131 C.Cls. 199, 130 F.Supp. 357 (1955) ; and Ash Grove Lime & 
Portland Cement Co. v. United States, 132 C.Cls. 7, 132 F.Supp. 213 (1955). 

206 Pan-American World Airways, Ine. v. United States, 119 F.Supp. 144 (S.D.N.Y. 
1953). 

207 1955-2 Cum. Buu. 499. The provisions of the Ruling will also, on request by the tax- 
payer, be applied to cases previously adjusted. 

208 I.R.C. § 813(b) (1939). 

209 Compare Fahnestock v. United States, 119 C.Cls. 41, 95 F.Supp. 232 (1951), and J. P. 


Morgan & Co. v. United States, 136 C.Cls. 748, 145 F.Supp. 927 (1956), with Guaranty 


Trust Co. of New York v. United States, 192 F.2d 164 (2d Cir. 1951). 
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not, because a refund to which the taxpayer becomes entitled only 
upon filing proof that he has actually paid the state death tax is 
based on the credit for state death taxes and therefore bears no 
interest. The Court of Claims, however, takes the view that the re- 
fund is attributable to the reduction in the amount of the taxable 
estate. 

The split is unresolved. The Service has ruled that it will follow 
the Court of Appeals for the Second Cireuit.?"° 


ArtitupE Wits Respect To Treasury RuLiInGs 


In the course of the last decade the Court of Claims in more than 
a dozen decisions has held invalid some Treasury Regulation or 
Ruling. 

Walter Hirshon*" involved the deductibility of stock transfer 
taxes by a trader as an ordinary and necessary business expense. 
The Bureau had ruled that such taxes paid on sales were deductible 
by a dealer but not by a trader.*’* The Court of Claims disagreed. 
Whatever may be thought of this decision on the merits, it is inter- 
esting because it sets forth the Court’s views as to the power of the 
Service to change its practice by administrative ruling. The Court 


said : 7% 


We have, then, a situation in which the Bureau itself, for two years after 
its enactment, interpreted the statute as making these taxes deductible as 
ordinary and necessary business expenses, which, on their face, they seem to 
be. Then, without any amendment of the statute, or the publication of any 
Treasury Regulation, we have the Bureau issuing an I.T. which says the 
opposite. As we understand it, an I.T. is an instruction issued to the staff of 
the Bureau, as to how the law should be administered by the staff. The Bureau 
has no power to make law by such an instruction, even to the extent that the 
Secretary of the Treasury may make law by regulation. The Bureau’s orig- 
inal interpretation of the law was natural and logical. If one’s business is 
that of trading in stocks, and if he must pay a tax whenever he trades, the tax 
would seem to be an ordinary and necessary business expense, and therefore 
deductible under the express terms of the statute. It seems to us that stock 
transfer taxes are so directly connected with the particular capital trans- 
actions on which they are imposed, that it would be logical to change the law 
so as to require them to be capitalized. But we think the Bureau of Internal 
Revenue had no authority to so change the law by issuing an instruction to 
its staff. 


210 Rev. Rul. 55-69, 1955-1 Cum. BuLL. 461. 

211 Hirshon v. United States, 126 C.Cls. 587, 116 F.Supp. 135 (1953). 
212 T.T. 3806, 1946-2 Cum. BULL. 41. 

213 Hirshon y. United States, supra note 211, at 137. 
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Despite this criticism the Service issued another Ruling ** in 
which it specifically refused to follow the Hirshon result and reaf- 
firmed the position taken in its earlier ruling. 

A similar approach was taken by the Court of Claims three years 
later in 1956 in the Connecticut Railway and Lighting Company ** 
case. This involved the taxability to a lessor of income tax on the 
income tax on the rent. To illustrate, A leases property to B for an 
annual rent of $10,000, B agreeing also to reimburse A for taxes paid 
by A on account of the lease. The tax rate is a flat 40 per cent. A 
lists on his tax return the $10,000 rent. The tax on that is $4,000, 
which is reimbursable to him, so he also lists that as rent. The tax on 
the $4,000 is $1,600, which is reimbursable to him, so he also lists that 
as rent, and pays a tax of $640 on it. The suit was to recover pay- 
ments made by A, the lessor, corresponding to the $640 in the exam- 
ple, the ‘‘second tax’’ or tax on a tax, which, it was alleged, had 
been paid by mistake. The lessor relied on the concession in the 
Government’s brief in the Old Colony Trust Company *"* case, that 
since 1923 the Treasury had abandoned any attempt to treat the 
‘*second tax’’ as additional income to the lessor. 

The Commissioner reversed this long-standing position in 1952 by 
issuance of rulings which, however, provided that new policy should 
not be applied retroactively.*"" If, however, a taxpayer had paid tax 
on the ‘‘second tax’’ before 1952, he was, under these rulings, not 
entitled to a refund. This, as it happened, was just what the Railway 
and Lighting Company had done. It protested such a retroactive 
change in the law ‘‘ by mere regulation’’ and pointed out that in any 
event, the ruling discriminated without justification between tax- 
payers who had paid their taxes and those who had not. The Court 
of Claims agreed with the Company, saying: 7" 


... To say that it was taxable is to ignore 30 years of tax administration in 
which it was not taxed; is to ignore the fact that because of the Govern- 
ment’s representation to the Supreme Court that it was not being taxed, the 
Court published that representation to all who were interested. We think 
that the law in action cannot be so divorced from the law in the books. . . . 


An attempt by the Treasury to expand a statute by Regulation 
was rejected by the Court in the Public Service Electric and Gas 


214 Rev. Rul. 55-756, 1955-2 Cum. But. 536. 

215 Connecticut Railway and Lighting Co. v. United States, 135 C.Cls. 650, 142 F.Supp. 
907 (1956). 

216 Old Colony Trust Company v. Comm’r, 279 U.S. 716 (1929). 

217 Mim, 6779, 1952-1 Cum. BuLL. 8, amended by Mim. 51, 1952-2 Cum. Butt. 65. 

218 Connecticut Railway and Lighting Co. v. United States, supra note 215, at 909. 
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Company ?"* case, decided in 1957. That case involved an exchange 
of preferred stock under the ‘‘death sentence’’ provision of the 
Public Utility Holding Company Act.” The holding company was 
dissolved and its preferred stockholders received preferred stock 
of the subsidiary, the taxpayer. There was no question that the pre- 
ferred stock of the taxpayer, an operating public utility company, 
met the conditions of the statute granting to such utility a credit in 
computing its surtax net income equal to the amount of dividends 
paid on its preferred stock. The Government, however, argued that 
the credit should not be allowed because the preferred stock of the 
holding company had not qualified for the credit. The Court of 
Claims pointed out that this interpretation of the statute was first 
urged by the Commissioner in a 1957 Ruling,?* many years after en- 
actment of the provision, and that the Government could have 
argued, but failed to, a similar contention under the facts in another 
case decided by the Court some years earlier.” The Court ob- 
served *** that, 


The Government’s proposed reading seems not to have occurred to it until 
some fourteen years after the enactment of the statute. 


and since there was no legislative history, 


indicating that Congress intended something different from what its lan- 
guage seems to say, 


the Court felt it 


would not be justified in concluding that the meaning of the statute is essen- 
tially different from that which its words seem to express. 


Quite recently the Service has announced its agreement with the 
result reached by the Court.” 

In Breeze Corporations, involving the proper year of accrual 
of claims for compensation under cancelled war contracts, the Gov- 
ernment relied on a Regulation and an explanatory Mimeograph 7° 


219 Public Service Electric and Gas Co. v. United States, 157 F.Supp. 846 (Ct.Cls. 1958). 

220 49 Stat. 820 (1935). 

221 Rev. Rul, 57-45, 1957-1 Cum. Bu... 509. 

222 Philadelphia Electric Company v. United States, 127 C.Cls, 297, 117 F.Supp. 424 
(1954). In this case the Government relied on a Regulation (Reg. 111, Sec. 29.265(a), as 
amended by T.D. 5384, 1944 Cum. Buu. 148) which, in addition to listing the requirements 
laid down in the statute, provided that a public utility preferred stock could qualify for the 
credit only if by its terms it could not on liquidation participate in current or accumulated 
earnings. The Regulation was held invalid pro tanto. 

228 Public Service Electric and Gas Company, supra note 219, at 848. 

224 Rev. Rul. 58-621, 1958 Inv. Rev. Buu. No. 52, at 22, revoking Rev. Rul. 57-45, 1957-1 
Cum. BuLL. 509. 

228 Breeze Corporations, Inc. v. United States, 127 C.Cls. 261, 117 F.Supp. 404 (1954). 

226 Reg. 111, See, 29-41-1, and Mim. 5897, 1945 Cum. BuLL. 131. 
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to require an accrual, regardless of whether a fixed right to payment 
of a reasonably ascertainable amount existed in the taxable year. 
The Court said that such an interpretation could only result in both 
being held invalid as an unauthorized and unreasonable exercise of 
the Commissioner’s authority. It thought they could be construed to 
mean that a fixed right to payment of such an amount must exist as 
a condition to their application. 

Farrel-Birmingham Company *** involved a taxpayer which for 
income tax purposes reported its income on the completed contract 
method, but for excess profits tax purposes, under the election per- 
mitted by section 736(b) of the 1939 Code, on the percentage of com- 
pletion basis. The taxpayer pointed out that under the section 736 
Regulation *** its income for the taxable year would be taxed therein 
at 80 per cent and again, in a later year, at 40 per cent, when re- 
ported for income tax purposes under the completed contract 
method. It asserted that ‘‘this is an injustice’’ with which, said the 
Court,”*® ‘‘We think even the most hardened publican would feel 
constrained to agree.’’ It, therefore, held the Regulation invalid 
pro tanto. 

In one of the several cases involving the income tax troubles of 
Henry Lustig of Longchamps Restaurant fame,?*° the Court of 
Claims disagreed with I.T. 3852 *** which held that where a lump 
sum is accepted in compromise of tax, penalty, and interest, no part 
thereof is deductible as interest if the lump sum is less than the tax 
and penalty. The Court of Claims, quite reasonably it seems, ruled 
that if the amount of interest is ascertainable from the agreement 
or from the circumstances surrounding the agreement, it may be 
deducted. The Service, however, in a 1958 Ruling *** has reaffirmed 
I.T. 3852. 

James C. Self, Jr.2* involved the gift tax. There the taxpayer, an 
income beneficiary, had a limited non-taxable power of appointment. 
By deed he could appoint the property among his descendants, and 
when he did so his right to receive further income terminated. The 
Court of Claims disagreed with the Government’s construction of 
the Regulations under which it had collected a gift tax on the sur- 


227 Farrel-Birmingham Co. Ine. v. United States, 129 C.Cls. 332, 125 F.Supp. 297 (1954). 
228 Reg. 112, Sec. 35.736(b)-3, as amended by T.D. 5388, 1944 Cum. BULL. 387. 

229 Farrel-Birmingham Co. Inc. v. United States, supra note 227, at 298. 

230 Lustig v. United States, 134 C.Cls. 351, 138 F.Supp. 870 (1956). 

231 1947-1 Cum. BuLL. 15. 

232 Rev. Rul. 58-239, 1958 Int. Rev. But. No. 21, at 17. 

233 Self v. United States, 135 C.Cls. 371, 142 F.Supp. 939 (1956). 
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render of the value of the right to receive the income for the rest 
of his life.?** 

The estate tax marital deduction was the subject of Wachovia 
Bank & Trust Company.*® The estate was obligated to discharge, 
and out of its other assets had discharged, an encumbrance on some 
real estate which went to the surviving spouse as tenant by the 
entirety. The Court rejected as inconsistent with the statute so much 
of the Regulations 7% as hold that payment by the estate to a third 
person may not pass as additional interest to the surviving spouse 
for marital deduction purposes. Substantially the same facts were 
involved in an earlier Tax Court case,” in which the Commissioner 
acquiesced in 1956, making it a little difficult to understand why the 
Government once again forced an estate to litigate. 

Ware Knitters, Inc.*** involved deductibility of a salary paid to 
one of the company’s officers while on leave of absence during World 
War IT. Deduction was allowed for that part which was paid to him 
while he was engaged in the Civilian Pilot Training Program, but 
denied when he entered the employ of the Sikorsky Division of the 
United Aircraft Corporation as a test pilot of airplanes for use by 
the military. The Court thought all of the salary deductible as pay- 
ments made to induce his return to his former employment and for 
services to be rendered when he should return to work. 

The Treasury, however, objected that the payments made while 
the officer was employed by Sikorsky did not come within the letter 
of an article of the 1920 Regulations promulgated under the 1918 
Act. The Regulation related to a provision of the statute which was 
carried forward without change into the 1939 Code, and the Treas- 
ury invoked the Congressional re-enactment doctrine. The Regula- 
tion limited the deductibility of wartime salaries paid to absent 
employees to those in the military or naval service or those who ‘‘are 
serving the Government in other ways at a nominal compensation.’’ 
Under this Regulation deduction for salary paid during the Sikorsky 
period was disallowed. 

The Court of Claims said the question was not whether the salary 
payments come within the Regulation, but do they come within the 
Act. It asserted that the Commissioner had authority only to con- 
strue but not enlarge or limit; **° hence the re-enactment provision 


234 Reg. 108, Sec. 86.2(b) (2), as amended by T.D. 6077, 1954-2 Cum. BULL. 308. 

235 Wachovia Bank & Trust Co. v. United States, 163 F.Supp. 832 (C.Cls. 1958). 

236 Reg. 105, Sec. 81.47b. 

237 Estate of D. Byrd Gwinn, 25 T.C. 31 (1955). 

238 Ware Knitters, Inc. v. United States, 168 F.Supp. 208 (C.Cls. 1958). 

239 See also Russell Manufacturing Co. v. United States, 175 F.Supp. 159 (C.Cls. 1959), 
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may not be construed to limit Congressional approval to the deduc- 
tions mentioned in the Regulation, because this would mean Con- 
gressional approval of a departmental limitation on the Act, which 
is beyond the power of the Treasury. 

The entire deduction was allowed, the Court professing itself un- 
able to see any logical distinction between salary payments made 
while the individual was employed by a school to give instruction 
in flying to Air Force cadets and salary payments made while he 
was employed to test airplanes for the cadets to fly. 


Wuuineness or Court or Cuaims To Dirrer WitH OTHER Courts 


Enough has been said to demonstrate the independence in the ap- 
proach of the Court of Claims with respect to issues upon which other 
tribunals and the Treasury have already passed. Again, it would be 
fatuous to argue that such willingness to disagree is unique with 
the Court of Claims. Mention, however, should be made of one 
particular case which certainly had all the earmarks of a ‘‘lost 
cause,’’ but in which the taxpayer succeeded because it picked a 
forum which was not deterred by the unanimous weight of authority 
which had mounted up in support of the Government’s position. 

The issue was whether a corporation was dealing in its own stock 
as it might have in the shares of another corporation where, pursu- 
ant to a prior agreement, such as an employee stock purchase plan, 
it had bought its shares from a retiring employee or the estate of a 
deceased employee and had later resold them to other employees. 
If it was not dealing in its own stock as it might in the stock of an- 
other, it realized no gain or loss on such sales. The Tax Court in 
four cases held for the corporation and was reversed by four differ- 
ent United States Courts of Appeals.**° After this consistent series 
of reversals, the Tax Court gave up its valiant fight, with five judges 
dissenting, in Burrus Mills, Inc.,?** decided July 14, 1954. 

One day earlier the Court of Claims in Anderson, Clayton & Co.?* 


holding invalid a Regulation which, if an employee’s rights are forfeitable when an amount 
is paid by the employer under a non-qualifying pension or profit-sharing plan, denies deduc- 
tion to the employer for any taxable year, including the year in which such rights become 
non-forfeitable and the year in which the amount is paid to the employee. Reg. 111, § 29.23 
(p)-11, as amended by T.D. 5666, 1948-2 Cum. Bu. 34. The Court said: ‘‘ A regulation 
is for the interpretation and application of a statute, but it cannot take away rights or priv- 
ileges which the Congress has given.’’ 

240 Batten, Barton, Durstine & Osborn, Inc., 9 T.C. 448, rev’d, 171 F.2d 474 (2d Cir. 
1948), cert. denied, 338 U.S. 816 (1949) ; Rollins Burdick Hunter Co., 9 T.C. 169, rev’d, 174 
F.2d 698 (7th Cir. 1949); H. W. Porter & Co., 14 T.C. 307, rev’d, 187 F.2d 939 (3d Cir. 
1951) ; The Landers Corp., 11 TCM 577 (1953), rev’d, 210 F.2d 188 (6th Cir. 1954). 

241 22 T.C. 881 (1954). 

242 Anderson, Clayton & Co. v. United States, 129 C.Cls. 295, 122 F.Supp. 837 (1954). 
This episode is among the illustrations used by the Tax Court in its exposition of why it 
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announced what it conceived to be a more realistic rule, based on the 
substance of the transaction instead of on the formal distinction that 
the purchased shares had been retained as treasury stock rather 
than actually retired, with a subsequent issuance of new shares. The 
United States Supreme Court affirmed the Court of Claims in a 7-2 
opinion.”** 


Exampies or Ciose Cases Won BY THE GOVERNMENT 


At this point the patient reader may well suggest that the forego- 
ing summary of the Court of Claims decisions in various fields, which 
seems to concentrate on those which resulted in favor of the tax- 
payer, can hardly be squared with the cold statistics that almost half 
of the Court’s tax decisions were for the Government.*** Such an ob- 
jection is well taken, and it would be a disservice not to refer to the 
other side of the coin. There are, indeed, quite a number of cases won 
by the Government in which it seems that a decision for the taxpayer 
would have been justifiable. 

Thus, in Marshall Drug Co.** the corporation, which was operat- 
ing at a loss, secured from trade creditors cancellations of a portion 
of their claims pursuant to a plan of reorganization and installation 
of anew management. Some creditors cancelled part or all of their 
claims; others converted them into preferred stock; and a few 
insisted upon and obtained full payment. This factual situation has 
been characterized as closer to the American Dental Co.*** case than 
any other case involving the issue whether a cancellation of indebt- 
edness resulted in income.*** Yet a unanimous Court of Claims did 
not think the release by creditors gratuitous to any extent. 

The question whether an Argentine corporation which owned 
United States patents on a ball point pen had sold or licensed such 
patents was at issue in Eterpen Financiera.** If there had been a 
sale with payments measured by production, such payments would 


considers itself a national court charged with applying the federal tax statutes with uni- 
formity on a nation-wide basis, despite a prior contrary decision by one or more United 
States Courts of Appeals, even the one to which the particular Tax Court case would go if 
appealed. Arthur L. Lawrence, 27 T.C. 713, 717-718 (1957). 

243 United States v. Anderson, Clayton & Co., 350 U.S. 55 (1956). 

244 See table in First Installment of this Article, 15 Tax L. Rev. 10 (1959). 

245 Marshall Drug Co. v. United States, 118 C.Cls. 532, 95 F.Supp. 820 (1951), cert. 
denied, 341 U.S. 948 (1951). 

246 Helvering v. American Dental Co., 318 U.S. 322 (1943). 

247 RABKIN AND JOHNSON, FEDERAL INCOME GIFT AND EsTATE TAXATION § 36.01(5) 
(1955). 

248 Eterpen Financiera Sociedad de Responsibilidad Limitada v. United States, 124 
C.Cls. 20, 108 F.Supp. 100 (1952). 
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be installment payments of the purchase price for personal prop- 
erty, not taxable to a foreign corporation not doing business in the 
United States. On the other hand, if this was only a license agree- 
ment (and, in fact, it had been so entitled by the parties), the pay- 
ments would be, as the Government contended, taxable royalties. 
Under the so-called ‘‘License Agreement’’ the Argentine corpora- 
tion parted with all interest in the patents. However, simultaneously 
the parties had executed an option agreement under which the other 
party to the transaction had the right to be relieved from the con- 
tinuing future payments by a lump-sum payment of $1,500,000. The 
majority of the Court held that if the two instruments were con- 
strued together, they negatived the taxpayer’s contention that it 
intended to effect a sale of the patents by means of the ‘‘ License 
Agreement.’’ The dissenting judge stated: **° 


...@ potential taxpayer cannot by language and labels suggested by a 
skillful lawyer, avoid the taxes which would be due if the transaction were 
correctly labeled and contained straightforward language. But the doctrine, 
as I understand it, works both ways. If the transaction is mislabeled so that 
superficially it appears to be taxable, but is actually a non-taxable trans- 
action, the Government has no right to insist upon taxing it as if it were 
correctly labeled. 


It appeared clear to him that under the so-called ‘‘ License Agree- 
ment’’ the Argentine corporation parted with the ownership of the 
patents in the designated geographical area and that the option 
agreement conferred only the right to substitute a lump sum for a 
future percentage of the sales price. 

The loss carryback provision has been narrowly construed by the 
Court of Claims on the point whether the transaction which occa- 
sioned the loss was attributable to the operation of the taxpayer’s 
trade or business. In the Appleby *” case the plaintiff and his brother 
were in the business of managing $6,500,000 worth of family real 
estate located in New York City. The properties were held for the 
primary purpose of obtaining rental income therefrom. Occasional 
sales were made when the parcels involved became unprofitable to 
operate and their disposal was felt necessary as a part of the prudent 
management of the business. Judge Littleton, dissenting, thought 
prudent management of the business was synonymous with prudent 
‘‘operation’’ thereof. But the majority held that selling real estate 
was not a normal part of the business of managing and operating 
realty and denied the loss for carryback purposes. 


249 Td. at 106. 
250 Appleby v. United States, 127 C.Cls. 91, 116 F.Supp. 410 (1953). 
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In Chase Candy Company **' the majority of the Court.of Claims 
refused to allow deduction of another type of loss. There the tax- 
payer had made a wartime purchase for $4,250,000 of a candy busi- 
ness which carried with it the seller’s sugar ration. Rationing, how- 
ever, was discontinued in 1947, and the taxpayer alleged that in that 
year it had incurred a business expense or loss on property becom- 
ing worthless in the amount of almost $1,000,000, which was that 
part of the $4,250,000 paid by it to step into the seller’s shoes to 
obtain rationed sugar. The majority granted the Government’s mo- 
tion for summary judgment. Two dissenting judges thought the 
transaction, viewed realistically, was that the taxpayer in order to 
buy the sugar which it wanted had to pay almost $1,000,000 more 
than the candy business which it purchased was otherwise worth to 
it. They thought the situation similar to Western Wine & Liquor 
Co.*** where, in order to buy the whiskey which it wanted, the tax- 
payer had to buy shares of stock in a distillery, which it did not 
otherwise want. The Tax Court held that the taxpayer’s loss on the 
shares represented a part of the cost of the whiskey. The dissenters 
would have allowed the candy company ease go to trial to give the 
taxpayer the opportunity to prove, if it could, its allegations. 

The Court of Claims also divided in two cases in which the issue, 
broadly speaking, was whether a certain transaction indulged in by 
the taxpayer should be disregarded as a ‘‘sham,’’ and in both 
instances the majority accepted the Government’s view. 

In the first of these cases,** a family corporation was engaged in 
the business of mining coal on lands held under a lease, with a roy- 
alty of five cents a ton being paid to the lessor. In 1942, the stock- 
holders liquidated this corporation but immediately transferred its 
assets and liabilities to a new corporation in exchange for its stock 
and a contract obligating the new corporation to pay to certain 
named individuals, who were then the stockholders, five cents a ton 
royalty, in addition to the royalty stipulated in the lease, on the coal 
thereafter mined. Deductions for the royalties paid to the new cor- 
poration’s stockholders in 1942 and 1943 were disallowed by the 
Tax Court, on the ground that the additional overriding royalty 
was really a distribution of corporate profits to the stockholders. 

The same issue was presented to the Court of Claims with respect 
to the years 1947 and 1948, with, however, the significant difference 


251 Chase Candy Co. v. United States, 130 C.Cls. 102, 126 F.Supp. 521 (1954). 
252 18 T.C. 1090 (1952). 

258 Ingle Coal Corp. v. United States, 131 C.Cls. 121, 127 F.Supp. 573 (1955). 

254 Ingle Coal Corp., 10 T.C. 1199 (1948), aff’d, 174 F.2d 569 (7th Cir. 1949). 
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that in those years 50 per cent of the overriding royalties were paid 
to non-stockholders, owing to the fact that this part of the stock had 
passed, by normal devolution, to persons other than the owners of 
the overriding royalties. The majority of the Court of Claims con- 
cluded that the entire 1942 transaction should be ignored as a sham 
and that the taxpayer should be considered to be in reality the same 
as its predecessor. Therefore, the majority considered the assump- 
tion of the obligation to pay the overriding royalties as gratuitous 
for tax purposes, with the result that the payment of such royalties 
was at no time an ordinary and necessary expense. It felt that pay- 
ment of 50 per cent of the overriding royalties to non-stockholders 
did not require allowance of the deduction. 

The two dissenting judges were of the opinion that royalty pay- 
ments, not in fact made to stockholders, or made to stockholders 
not as such, but only because they happened to continue to own the 
right to the royalty payments, were not the substantial equivalent of 
dividends. In their opinion the 1942 arrangement had made perma- 
nent and important changes in the relations to the corporation of 
the persons who were, as individuals, to receive the royalty pay- 
ments. They noted that the company became unconditionally liable 
to make these payments, whether it made money on its mining opera- 
tions or not, and whether the persons owning the royalty rights were 
stockholders. Accordingly, they regarded the transaction as ‘‘much 
more than the sham’’ which it was called by the majority. 

In the Price ** case the Court again split 3-2. Price, the taxpayer, 
owned 51 per cent of the voting stock of the Cotton States Hotel 
Company which owned and operated the King Cotton Hotel in 
Greensboro, North Carolina. Substantially all of the remaining 
minority shares were owned by the individual employed to manage 
the hotel. In 1944, this hotel manager, the taxpayer’s wife, and an 
assistant manager formed a partnership to which the Cotton States 
Hotel Company leased the hotel building for a term of 20 years at 
a rental of $5,000 per month. Under the partnership agreement the 
taxpayer’s wife was to receive 47-1/2 per cent of the profits of the 
hotel. 

The Commissioner took the position that the wife’s share of the 
partnership profits should be taxed to her husband. The majority of 
the Court of Claims agreed with him that the transaction in so far 
as the taxpayer was concerned lacked substance and was a tax sham. 
It reached this conclusion because the lease contained a termination 
clause which gave the Cotton States Hotel Company, which was 


255 Price v. United States, 136 C.Cls. 260, 142 F.Supp. 455 (1956). 
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controlled by the taxpayer, the absolute discretion to terminate the 
lease without cause upon the giving of 60 days’ notice. The Court 
reasoned that because of this termination clause the taxpayer had 
complete economic control over the hotel which was the income- 
producing property. Two judges dissented, without opinion. 

From time to time the Court of Claims is stricter with the tax- 
payer than is the Tax Court. A recent example is the Arnfeld ** 
case which involved the sale of an annuity contract three days before 
its maturity date. The taxpayer argued that the profit realized on 
the sale was capital gain, but the Government determined that such 
profit amounted to ordinary income. Initially, the Government chal- 
lenged the bona fides of the sale because of its accommodation 
nature, since the buyer promptly turned the policy in for its cash 
surrender value. This argument was rejected by the Court of Claims 
which said : 7°? 


However, we feel that the broad sweep of this objection, if sanctioned as to 
the instant facts, could strike at the heart of any sale or exchange. For it is 
not clear to us just what standards of ‘‘horse trading’’ the Government 
would have us impose on the business community before we could say that a 
valid and binding sale had occurred... . 


However, a unanimous Court accepted the Government’s alterna- 
tive contention that the sale could not convert ordinary income into 
capital gains. It reasoned that the gain on the sale was attributable 
to a fixed rate of return provided for in the contract and that in 
reality the transaction amounted to an anticipation of ordinary in- 
come. 

Two weeks earlier the Tax Court, in Percy W. Phillips,®*® had 
held to the contrary with respect to the sale of an endowment insur- 
ance policy twelve days before its muturity. At that time it had a 
cash value of $26,973.78, and the taxpayer sold it to his law partners 
for $26,750. The conceded purpose of the transaction was to convert 
ordinary income into capital gain. The Tax Court, with only Judge 
Harron dissenting, held that the sale was bona fide (as did the 
Court of Claims in the Arnfeld case), but rejected the Government’s 
argument that the excess of the cash value of the endowment policy 
on the date of sale over the taxpayer’s cost of the policy represented 
accrued but unpaid ordinary income realized by him by his sale of 
the policy on that date. The Tax Court referred to the well-known 
principle that a taxpayer has the right to minimize his taxes by legal 

256 Arnfeld v. United States, 163 F.Supp. 865 (C.Cls. 1958). 


257 Id. at 867-868. 
258 30 T.C, 866 (1958). 
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means and said that in its opinion this was exactly what Mr. 
Phillips had accomplished. 


CoNCLUSION 


Any generalizations based on a survey of what some particular 
court has done in the field of tax decisions over the last ten years 
are obviously hazardous. Yet it is submitted that in the case of the 
Court of Claims the following broad conclusions do emerge: 


(1) The high probability of obtaining a conclusive decision which 
will not be reviewed ; 

(2) The extraordinarily evident desire of the Court to disregard 
technical rules (as, for instance, with respect to the sufficiency of 
refund claims) if the taxpayer can make a convincing case that he 
has paid to the Government more tax than it is in good conscience 
entitled to retain; and 

(3) The willingness of the Court of Claims on occasion to make 
‘‘new law’’ (as, for instance, in its tax benefit decisions) to prevent 
such unjust enrichment. 

If these conclusions are sound, any one of them may present a 
valid reason (if the taxpayer is in a position to pay first and then 
litigate, and if there are no compelling precedents dictating the 
choice of some other court) for counsel seriously to consider the 
Court of Claims as a forum for his particular tax case. 
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Conflicts Between State Partnership Laws 
and the Internal Revenue Code 
(Second Installment) * 


JOHN M. SULLIVAN 


PARTNERSHIPS FOR Tax Purposes BuT Not Unper Locat Law 


Co-OWNERSHIP AND SYNDICATES, ETC. 


W ane the co-ownership and operation of property may give rise 
to a partnership, it is the trade or business aspects of the operation 
rather than the co-ownership that is responsible.” On the other hand, 
an organization, plus the conduct of a business or the carrying on of 
a financial operation or venture, makes syndicates, groups, pools, 
and joint ventures partnerships. While the connection is tenuous, 
there is some reason to associate syndicates, groups and pools with 
the political climate in the early thirties when investigation of finan- 
cial transactions, security dealings, and banking practices culmin- 
ated in the adoption of the Banking Act of 1933, the Securities Act 
of 1933, and the Securities Exchange Act of 1934. The investigations 
were first undertaken in 1932 by the Senate Committee on Banking 
and Currency, which was the same year the sweeping definition of 
partnership was placed in the revenue laws.” 

A syndicate in the security business consisted of an association of 
banking houses formed by one or more security dealers who acted as 
manager or managers, the purpose of which was to underwrite or 
distribute an issue pursuant to the terms of specific agreements. The 
term ‘‘group’’ was generally applicable to an association formed 
for selling purposes and was distinguishable from a ‘‘selling’’ syn- 
dicate mainly by virtue of the liability of the participants. 

The term ‘‘pools’’ was also used synonomously with ‘‘syndi- 
cates’’ as trading organizations under the direction of a manager 
formed for the purpose of advancing or maintaining security 


* [The First Installment of this article appeared in our November, 1959 issue at 15 Tax 
L. Rev. 105 (1959 )—Ed.] 

78 See Reg. Sec. 1.704-1(c) (3) (i) (1956) ; Reg. See. 1.761-1(a) (1956). 

79 Revenue Act of 1932, Sec. 1111(a) (3). 
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prices.*° Direction and control of syndicate operations were often 
vested in managers who were also participants, but the degree of 
control varied according to terms agreed upon, which were affected 
by conditions existing in the markets. The term ‘‘pool’’ also re- 
ferred to a more or less formal arrangement by corporations or by 
their controlling stockholder, whereby the businesses were con- 
ducted for purposes of maintaining prices, dividing markets, limit- 
ing output, and controlling patents. 

The limited period for which most of them existed, their limited 
purposes, the elusive and secretive character of some, possibly ob- 
scured their vulnerability to attack as taxable entities. Nevertheless, 
organizations which were called syndicates, the purposes of which 
were to dispose of stock of a corporation," trade in stocks,** acquire 
the stock of a railroad,* and deal in stocks of specific corporations,™ 
were treated as partnerships. Likewise, groups formed for the pur- 
pose of providing financial backing,* investing in real estate,** op- 
erating mineral properties,*’ and buying and selling real estate,** 
were held to be partnerships. Some organizations similarly engaged, 
however, were treated as associations.*® A distinguishing feature 
between the two sets of organization lies in part in the degree of 
control exercised through centralized management. To the extent 
that it was representative and not exercised by participants, it re- 
flected corporate attributes, but to the extent that it reflected the 
actions of a partnership member exercised for his own benefit as 
well as the others, it did not portray corporate resemblance. 

Joint ventures, the last of the specifically enumerated classes con- 
sidered as partnerships, are generally considered to be partnerships 
and subject to the same rules as partnerships. Some efforts are 
made to distinguish them from partnerships on the ground that 
they are intended to carry out a specific transaction or a single 


80 For a detailed discussion of the subject, see GERSTENBERG, FINANCIAL ORGANIZATION 
AND MANAGEMENT 396-439, and particularly 388, 396, and 406 (2d rev. ed. 1939). 

81 Bert v. Helvering, 92 F.2d 491 (D.C. Cir. 1937). 

82 Harry E. MacConaughey, 41 B.T.A. 408 (1940) ; P-H Group, 43 B.T.A. 1041 (1941), 
appeal dismissed, 9th Cir. 1941; Robert W. Wilmot, 44 B.T.A. 1155 (1941). 

83 Tennessee, Alabama & Georgia R.R. Co. v. Hoey, 29 A.F.T.R. 1380 (S.D.N.Y. 1941) ; 
Comm ’r v. U. S. & Foreign Securities Corp., 148 F.2d 743 (3d Cir. 1945). 

84 Pierre S. du Pont, 37 B.T.A. 1198 (1938) ; John J. Raskob, 37 B.T.A. 1283 (1938). 

85 Terminal Properties Co., 19 B.T.A. 584 (1930). 

86 Realty Associates, 17 B.T.A. 1173 (1929). 

87 Comm ’r v. Rector & Davidson, 111 F.2d 332 (5th Cir. 1940). 

88 Comm’r v. Gerstle, 95 F.2d 587 (9th Cir. 1938). 

89 G.C.M. 12605, XITI-1 Cum. Buu. 166 (1934) ; Halladay v. Comm’r, 131 F.2d 435 (3d 
Cir. 1942) ; Fidelity-Bankers Trust Co., Trustees v, Helvering, 113 F.2d 14 (D.C, Cir. 1940), 
cert, denied, 310 U.S, 649 (1940). 
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enterprise rather than carry on a continuing business.” Neither 
such distinctions nor limited applicability of partnership law to 
some aspects of joint venture operations or the actions of the mem- 
bers of joint ventures justify different treatment for tax purposes. 


OPERATIONAL PROBLEMS 


Sharing profits and losses. Profits may be shared equally, and all 
partners must contribute toward losses according to the share in 
profits. This rule applies unless there is an agreement to divide 
profits and bear losses differently.*' In the latter case it would be 
possible to vary the rate in which profits are shared and make still 
different provisions for the bearing of losses. May partners go fur- 
ther and divide profits into portions and divide the portions differ- 
ently? May they do likewise with losses? 

To dispose of the questions, it is first necessary to adopt a defi- 
nition of profits and losses. The framework in which the inquiry is 
made relates to operations ; consequently, we will disregard profits 
as the excess of assets over liabilities or losses as the excess of lia- 
bilities over assets upon a dissolution of a partnerhip, merely de- 
fining the term as the difference between income and expense for 
each separate annual accounting period. It should not be overlooked, 
however, that section 18(a) of the Uniform Partnership Act implies 
the former meaning, particularly as to losses; it has been so treated 
by one authority.” 

As a preliminary matter, it is also desirable to raise a question of 
the integral nature of the terms. Neither compensation for services 
nor interest on his capital contribution is ordinarily payable to a 
partner.” Such provisions suggest a unitary concept of profits as if 
it were an indivisible subject, unless made divisible by agreement. 
This represents a view adopted for tax purposes.” 

For this purpose, however, the terms will be defined as follows. 
Based on an annual accounting for results of operations, profits are 
an excess of income over expense and losses are an excess of ex- 
penses over income. To illustrate the practical application of the 
definitions, the following represents the financial consequences of 
the operation of ABC partnership: 


90 Wm. J. Lemp Brewing Co., 18 T.C. 586 (1952) ; J. Roland Brady, 25 T.C. 682 (1955) ; 
Tufts v. Mann, 116 Cal. App. 170, 2 P.2d 500 (1931). 

91 UNIFORM PARTNERSHIP ACT § 18(a) (1914). 

92 BARRETT AND SEAGO, PARTNERS AND PARTNERSHIPS, ch. 9, § 1.3 (1956). 

93 UNIFORM PARTNERSHIP AcT § 18(c), (d), and (f) (1914). 

94 Reg. 118 See. 39.183-1(b). 
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ABC Partnership 








Operation X Operation Y 
Income $100 $60 
Expenses 35 65 
Profit $ 65 
Loss $ 5 
Net profit after applying loss $60 


What constitutes a variance in the sharing of profits and losses 
under these circumstances? Assume for the moment that ABC have 
provided that they will share profits in a 35-35-30 ratio and will 
bear losses in a 40-40-20 ratio. What need be said about this 
variance? 

The Uniform Partnership Act. Virtually endless combinations 
and permutations may be made of the basic figures shown above. 

3ut there is scant evidence that local law imposes any limits over 
the extent of the variants so long as partners themselves agree to 
what they want. Local law may offer a forum through which to en- 
force the rights and obligations created, but absent an express 
formula, it will supply no rule but equality. Case law is almost in- 
variably concerned with determining the agreement reached by the 
partners or, in the absence of finding any such agreement, with ap- 
plying the equality rules.* 

The Internal Revenue Code. If local law is indifferent as to how 
partners divide profits and bear losses, the Code is not. Because of 
the difference in tax imposed on separate levels of income, the Gov- 
ernment has a stake in a division of taxable income. Obviously, it 
needs to make certain that the proper parties are charged with their 
proper share.”® 

Under the 1939 Code the attitude of the Treasury had been to 
recognize and tolerate variants in the ratios in which profits were 
allocated among partners, to recognize different ratios for sharing 
profits as compared to losses, and to recognize that both the sharing 
of profits and losses need not be divided in the ratio of capital con- 
tributions.** Moreover, it was recognized under the 1939 Code that 
provisions for partners’ salaries and allowance of interest on cap- 
ital contributions were appropriate to the adjustment of aliquot 


95 7 UNIFORM LAws ANN. 106 nn. 8 and 9 (1949). 

96 Lucas v. Earl, 281 U.S. 111 (1930) ; Helvering v. Horst, 311 U.S. 112 (1940). 

97 Hellman v. United States, 44 F.2d 83 (C.Cls. 1930); I.T. 1849, II-2 Cum. Butt. 6 
(1923) ; Harriet A. Taylor, 2 B.T.A. 1159 (1925). For a general discussion, see LITTLE, 
FEDERAL INCOME TAXATION OF PARTNERSHIPS 31 et seg. (1952). 
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shares among the partners.** But a thread of theory running 
throughout its treatment involved a unitary theory of profits or 
losses. Profits were profits and a division meant a division of a net 
figure, not a separation into component parts. Agreement by certain 
partners to indemnify or guarantee other partners against losses in- 
curred in particular projects * avoided the strict consequences. And 
although the Treasury cracked a bit an otherwise solid wall with the 
rulings on allocations of income from foreign sources, it generally 
adhered to the view that distributable income of a partnership rep- 
resented an integral net amount.’ 

The adoption of Subchapter K in the 1954 Code introduced 
marked changes, however. Section 704 covers circumstances and 
conditions under which income, gain, loss, deduction, depreciation, 
depletion, and credits shall become separate distributive shares of 
the partners. Ignoring the long standing treatment of capital gains 
and losses, charitable contributions, and such special problems as 
the foreign tax deduction or credit, the reference to ‘‘income, deduc- 
tion, depreciation, depletion’’ necessarily results in breaking up in- 
come or loss as a unitary concept into component parts. Income is 
therefore classified by source, by kind, and by amount. 

Whether this treatment is wise is open to question. Certainly it 
does not ease any burdens encountered in administering the law. It 
does not make partnership tax law easy to apply for most taxpayers 
and offers the shelter of tax benefits for the sophisticated. It has 
been criticized because it allows results not otherwise allowable to 
separate persons, for example, the deduction of the entire amount of 
intangible drilling and development costs,’ whereas the expendi- 
ture by any co-owner of the entire amount might be considered as 
an expenditure for the costs of acquiring a lease.’ It has been crit- 


98 See note 94 supra. 

99 Lederer v. Parrish, 16 F.2d 928 (3d Cir. 1927) ; Thompson & Black 11 B.T.A. 729 
(1928). 

100 0.D. 140, 1 Cum. Buu. 174 (1919), modified by G.C.M. 13771, XIII-2 Cum. Buu. 
229 (1934), further modified by G.C.M. 17255, XV—2 Cum. BULL. 243 (1936), culminating 
in Rev. Rul. 56-134, 1956-1 Cum. BuLL. 649. In the latter, separate operations of a part- 
nership in different foreign countries were represented as separate funds, and different 
divisions were allowable for each separate fund. It is to be noted that Rev. Rul. 56-134 was 
revoked by Rev. Rul. 57-138, 1957-1 Cum. BULL. 543. The rationale of the revocation was 
that separate allocations were allowed under the 1939 Code because the Committee Report 
on the 1954 Code, in which special allocations were specifically allowed, stated that this 
substantially represented 1939 Code practices. 

101 T.R.C. § 263(¢) (1954). 

102 Reg. 118, Sec. 39.23(m)-—16. For a contrary view, see Driscoll and Collie, Partnership 
Oil and Gas Operations Under Provisions of the Internal Revenue Code of 1954, 33 TEx. L. 
Rev. 792 (1955). 
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icized for complexity. It has been questioned because an effect has 
been to manufacture losses for some partners, by allocation of de- 
ductions in excess of income, whereas in fact the partnership con- 
sidered as a whole has an excess of income over deductions. 

Can the treatment be justified? If a partnership agreement pro- 
vided that income or loss was to be divided on the basis of ten per 
cent to each partner whose last name included the letter K, five per 
cent to each partner named John, and the remainder divided among 
all partners equally, the world might question the sanity of the par- 
ties. But few would be courageous enough to deny the right of the 
parties so to agree. The point is that there can be a gamut of bases 
for the determination of distributive shares, some logical, some il- 
logical. If rules of allocation applicable under section 704 are re- 
garded as mere devices for measuring shares attributable to sep- 
arate partners, then there is sound rationalization behind the theory 
incorporated in the law. The allocation of an excess of deductions 
over income, also allocated, which results in some partners having a 
tax loss and others having income, appears justifiable only if there 
is a functional relationship between the various components. 

On this score, it is suggested that rules applicable to the alloca- 
tion of income or loss from the trade or business may be distin- 
guished from rules relating to transactions involving contributed 
partnership property. It is noteworthy that the first rule * relating 
to contributed property places such property in the same class as 
purchased property. In other words, it serves the purpose of inte- 
grating property in a class and provides that gain, loss, deprecia- 
tion, or depletion is related to such class. The exceptions incorpo- 
rated in the two other rules ‘™ relate depreciation, depletion, gain, 


103 Section 704(c) (1) (1954) reads as follows: 
**(¢) Contributed Property 

*€(1) General Rule—In determining a partner’s distributive share of items described 
in section 702(a), depreciation, depletion, or gain or loss with respect to property contrib- 
uted to the partnership by a partner shall, except to the extent otherwise provided in para- 
graph (2) or (3), be allocated among the partners in the same manner as if such property 
had been purchased by the partnership. ’’ 

104 Section 704(c) (2) and (3) (1954) reads as follows: 
**(¢) Contributed Property 

**(2) Effect of Partnership Agreement—If the partnership agreement so provides, 
depreciation, depletion, or gain or loss with respect to property contributed to the partner- 
ship by a partner shall, under regulations prescribed by the Secretary or his delegate, be 
shared among the partners so as to take account of the variation between the basis of the 
property to the partnership and its fair market value at the time of contribution. 

*€(3) Undivided Interests—If the partnership agreement does not provide otherwise, 
depreciation, depletion, or gain or loss with respect to undivided interests in property con- 
tributed to a partnership shall be determined as though such undivided interests had not 
been contributed to the partnership. This paragraph shall apply only if all the partners had 
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or loss to property and relate the property to economic facts existing 
at the time prior to contribution to the partnership. 

Thus, the objective here is not to explore conditions under which 
special allocations may be made, nor to expose the restrictions 
affecting allocations for tax purposes. But it should be readily rec- 
ognized that partners, unless very tax-sophisticated, ordinarily 
agree upon a division of profits and a sharing of burdens from 
losses and do not provide for division of tax consequences.’” More- 
over, whether they allocate tax consequences or not, they look to 
economic consequences and equality in that context. To the extent 
that there is no relationship between an allocation of items except 
tax consequences, there is a departure between the rules of Sub- 
chapter K and any unitary theory of profits and losses attributable 
to local law concepts. 

It should be apparent that the tax effects of partnership affairs 
should be carefully considered and not be assumed to flow as conse- 
quences from the economic understanding that results from apply- 
ing the provisions of the articles of partnership or the law bearing 
on partnership relations. 


Tue Partner DEALING witH His PartTNERSHIP 


Local law. Transactions between a partner and his partnership 
would include compensation for services rendered, compensation for 
partners’ property used by the partnership, compensation for part- 
nership property used by the partner, sales and exchanges of prop- 
erty between a partner and his partnership, and any other trans- 
action out of which a partner or his partnership derived some right. 
Excepting the matter of compensation for services rendered the 
partnership,!” the Uniform Partnership Act is silent on the specific 
subject. However, certain of its provisions and principles evolved 
from the common law do apply to other transactions between a 
partner and the partnership in which he is a member. Section 20 
requires partners to disclose all information affecting the partner- 
ship on demand of any partner. This has been construed to mean 
that there must not be concealment of information.’ Section 21 im- 
poses upon partners the duty to account to the partnership as fidu- 
ciary for any benefit or property derived from the partnership with- 


undivided interests in such property prior to contribution and their interests in the capital 
and profits of the partnership correspond with such undivided interests.’’ 

105 Dibble, Allocations of Profits and Losses in PROCEEDINGS OF UNIVERSITY oF SOUTH- 
ERN CALIFORNIA 1950 Tax INSTITUTE 43, 59. 

106 UNIFORM PARTNERSHIP Act § 18(f) (1914). 

107 7 UNirorM Laws ANN. § 114 (1949). 
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out the consent of the other partners. Observance of this rule 
requires an exercise of the utmost good faith and the foregoing of 
secret transactions and profits.'** Accordingly, advantages may not 
be gained by one party at the expense of the other. 

A difficulty does exist under local law as to the enforcement of 
rights and obligations arising out of transactions between partners 
and their partnerships. It may be perfectly clear from the facts that 
a partner and his partnership intend to consummate a transaction 
where each was acting in separate capacities. But a breach by one 
party or the other can rarely be enforced by an action at law be- 
cause of the procedural difficulty that a person may not be both 
plaintiff and defendant in a suit.’ Relief is ordinarily obtainable 
only by an action for an accounting.’ 

The Internal Revenue Code. Before the enactment of section 707 
in the 1954 Code, the matter of transactions between partners and 
partnerships was marked by doubt. For instance, compensation for 
services was recognized but treated as a division of profits." A 
partnership sale of property to a partner was treated by the Service 
as a sale by partner co-owners of their interests to the purchasing 
partner.’ Validity of sales by a partner to his partnership was 
neither recognized nor denied in a case involving a loss ™* nor in 
one involving the formation of a joint venture."* Commissions or 
income derived from brokerage activities in connection with sales 
by a partnership to a partner were treated as income * and if not 
treated as income as a reduction of purchase price.’’® Remuneration 
for the use of property, other than ‘‘interest’’ on capital contrib- 
uted was recognized in principle.1” 

Section 707 of the 1954 Code cleared the air in most respects. As 
a general proposition it is provided in subsection (a) that a partner 
may enter into a transaction with his partnership by acting in a non- 
partner capacity. The transaction will be recognized, except for 
losses arising from sales or exchanges, where there is a specified 


108 7 UNIFORM Laws ANN. §§ 118 et seq. (1949). 

109 7 UNIFORM LAWS ANN. § 122 n. 13 (1949). 

110 7 UNIFORM LAws ANN. § 123 n. 14 (1949) ; UNirormM ParTNERSHIP ACT § 22 (1914). 

111 See note 94 supra. 

112 G.C.M. 10092, XI-1 Cum. Bu. 114 (1932), revoked by G.C.M. 26379, 1950-1 Cum. 
Butz. 58. 

113 James Brown, 10 B.T.A. 1036 (1928). 

114 Landreth v. United States, 70 F.Supp. 991 (1946), aff’d, 164 F.2d 340 (5th Cir. 
1947). 

115 Harvey M. Toy, 1942 P-H B.T.A. Mem. Dee. § 1128 (1942). 

116 Benjamin v. Hoey, 139 F.2d 945 (2d Cir. 1944). 

117 J.T, 2025, III-1 Cum. But. 166 (1924). See LITTLE, op. cit. supra note 97, § 4.5, 54. 
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degree of control by the partner, as will transactions between part- 
nerships having common partners, and a specified degree of control 
by the same persons.""* Gain may be treated as ordinary income in 
the case of sales or exchanges where there is a degree of control also 
specified."’® Compensation for services and payments for the use of 
capital are specifically recognized, although for limited purposes.” 

Without being able to attach any great significance to its relation- 
ship to the general proposition, the provisions of section 704(c) (2) 
and (3) relating to contributed property also accord recognition to 
separate partnership-partner status in this wise: the tax attributes 
of property in the hands of a partner are preservable or preserved 
throughout the period of holding by the partnership, and deprecia- 
tion, depletion, gain, or loss are treated as being in part applicable 
to the partner and in part applicable to the partnership. 

It is not generally discernible that there is any basic conflict be- 
tween those provisions of Subchapter K dealing with transactions 
between a partnership and a partner not acting in the capacity of a 
partner and the rules of local law applicable to transactions between 
a partner and his partnership. The procedural difficulties in secur- 
ing relief from any breach remain and may be further complicated 


118 Section 707(b) (1954) reads as follows: ; 
‘*(b) Certain Sales or Exchanges of Property with Respect to Controlled Partnerships 
**(1) Losses Disallowed—No deduction shall be allowed in respect of losses from 
sales or exchanges of property (other than an interest in the partnership), directly or indi- 
rectly, between— 
‘*(A) a partnership and a partner owning directly or indirectly, more than 50 per 
cent of the capital interest, or the profits interest, in such partnership, or 
‘*(B) Two partnerships in which the same persons own, directly or indirectly, more 
than 50 per cent of the capital interests or profits interests.’’ 
In case of a subsequent sale or exchange by a transferee described in this paragraph, sec- 
tion 267(d) (1954) shall be applicable as if the loss were disallowed under section 267 
(a) (1). 
119 Section 707(b) (2) (1954) reads as follows: 
‘*(2) Gains Treated as Ordinary Income—In the case of a sale or exchange, directly 

or indirectly, of property, which, in the hands of the transferee, is property other than a 
capital asset as defined in section 1221— 

‘€(A) between a partnership and a partner owning, directly or indirectly, more than 
80 per cent of the capital interest, or profits interest, in such partnerships, or 

‘*(B) between two partnerships in which the same persons own, directly or indi- 
rectly, more than 80 per cent of the capital interests or profits interests, 
any gain recognized shall be considered as gain from the sale or exchange of property other 
than a capital asset.’’ 

120 Section 707(c) (1954) reads as follows: 

‘*Guaranteed Payments—To the extent determined without regard to the income of the 
partnership, payments to a partner for services or the use of capital shall be considered as 
made to one who is not a member of the partnership, but only for the purposes of section 
61(a) (relating to gross income) and section 162(a) (relating to trade or business ex- 
penses).’’ 
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if the objective sought in an attempt at enforcement of rights is a 
tax benefit. It is not clear as to the extent that an income tax benefit 
is the proper subject of a suit or that it is a proper subject for an 
accounting. In the latter instance, any benefit or detriment is gained 
or incurred in relation to the tax imposed on separate partners and 
is separate and apart from the partnership itself.’** 


Tur TERMINATION OF PARTNERSHIPS 


Operation of local law. Local law in relation to the termination of 
partnerships is concerned with the causes, the effects, the procedure, 
and the time when effected. The Act is specifically concerned with 
dissolution, which is the first step in the termination of a partner- 
ship. An intermediate step of winding up precedes actual termina- 
tion.’*? Dissolution is defined as the change in relation of partners 
caused by any partner ceasing to be associated in the carrying on, 
as distinguished from the winding up, of the business.’** The Com- 
missioners’ notes state that dissolution refers to the point in time 
when the partners cease to carry on the business together ; winding 
up, which follows, encompasses the settling of partnership affairs; 
and termination refers to the point in time when partnership affairs 
are wound up.™* 

Causes of dissolution are placed in three basic categories, the 
consequences of each category varying somewhat from the other. 
The first category encompasses those causes not violating agree- 
ment between the partners,’” the-second category those causes in 
contravention of the agreement,’® and the third category those 
causes which by operation of law make it necessary to discontinue 
the business or for the partners to sever their relationship.’** 

Under the category of actions not in violation of the agreement, 
a partnership is dissolved at the termination of a definite term or 
particular undertaking, at the will of any partner when no definite 
term or undertaking is specified, by the express will of all the part- 
ners, or by the expulsion of any partner. Where dissolution follows 


121 The difficulties encountered in applying the recovery exclusion privileges of section 
111 (1954), relating to a recovery of bad debts, prior taxes, and delinquency amounts (sec- 
tion 22(b) (12) (1939) ), are illustrative ; see LITTLE, op. cit. supra note 97, § 4.3, 46 et seq.; 
also the treatment of breach of contract damages under section 1305 (1954), Oil and Gas 
*“Damages’’ Awards Now Subject to Spread Back Relief, Om & Gas Q. 77 (Jan. 1958). 

122 UNIFORM PARTNERSHIP ACT § 30 (1914). 

23 UNIFORM PARTNERSHIP ACT § 29 (1914). 

124 7 UNIFroRM LAWS ANN. § 165 (1949). 

125 UNIFORM PARTNERSHIP ACT § 31(1) (1914). 

126 UNIFORM PARTNERSHIP AcT § 31(2) (1914). 

127 UNIFORM PARTNERSHIP AcT § 31(3), (4), (5), and (6) (1914). 
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from the express will of all the partners, such partners must not 
have assigned their interests or permitted such interests to be 
charged for their separate debts either before or after the termina- 
tion of a specified term or a particular undertaking. The expulsion 
of a partner must be bona fide in accordance with a power to do so 
provided in the partnership agreement.’ 

Upon the dissolution of partnership not in contravention of the 
agreement, each partner, unless otherwise provided, may have the 
partnership property applied for settlement of liabilities and the 
surplus in cash to pay off the members of the partnership. In the 
event a member is expelled in accordance with the partnership 
agreement, he may be paid off by cash distribution of the net 
amount owing him, but only if he is discharged from all partnership 
liabilities.’*° 

The second basis for dissolving a partnership involves contraven- 
tion of the partnership agreement but grants any partner the right 
to cause a dissolution at any time. The purpose of this provision was 
to settle the confusion surrounding the question whether a partner 
had the power to dissolve a partnership where it was for a definite 
term or undertaking.’® English law and some American cases had 
held that it could not be dissolved, but on the grounds that the rule 
was supported by the weight of authority and that the partnership 
relationship was such a personal matter, it was believed the better 
rule was to recognize the power to dissolve." 

Where dissolution is in contravention of the partnership agree- 
ment, the partners who have not contravened the agreement may 
have the net amount due them from the partnership paid over in 
cash, a right against a partner who has wrongfully caused the disso- 
lution to damages for breach of contract or, in the alternative, may 
continue the business with the same members or others. If they con- 
tinue, they may take the partnership property and either protect the 
interest of the partner who has wrongfully acted or pay over to him 
the value of his interest, less any damages recoverable for breach. 
Such partner must also be indemnified for present or future partner- 
ship liabilities.**” 

The actions which make it improper for the partnership business 


128 UNIFORM PARTNERSHIP ACT § 38(1) (1914). 

129 Ibid. 

130 7 UN1rorM Law ANN. 170 (1949). 

131 [bid. It should be noted that this power was thought under the 1930 Code to be an 
essential ingredient of the ‘‘continuity of life’’ test that distinguished partnerships from 
associations. 

132 UNIFORM PARTNERSHIP ACT § 38(2) (1914). 
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to be continued or for the partners to carry on include the following: 
illegality of object which would necessitate dissolution, for example, 
a partnership engaged in the business of gambling in Nevada would 
be affected by the enactment of laws barring gambling in that state ; 
illegality of associations would cause dissolutions, that is, a statute 
barring a judge from practicing law would cause dissolution of a 
law partnership where a partner accepted such an office." 

Assertion that death may render a partner incapable of acting as 
such may sound witless, but the statement merely expresses the idea 
that the partnership relation being a personal one cannot continue 
absent the basic personal element of delectus personarum.’™* And, 
of course, this is so whether surviving partners immediately consti- 
tute themselves a new partnership or not. Based on a similar line of 
reasoning, the bankruptcy of a partner causes dissolution, since the 
bankrupt’s rights and power passes from him to his trustee. The 
bankruptcy of a partnership results in the removal of property to 
the control of others and disables the partners from continuing the 
business. 

Courts may order dissolution of a partnership upon application 
by or for a partner in the event '* (1) a partner has been judicially 
declared a lunatic or is shown to be of unsound mind; (2) a partner 
becomes ineapable of performing his obligations under the contract, 
for example, serious illness with no prospect of recovery ;'** (3) 
there is gross misconduct wholly unconnected with the firm business, 
as in a criminal prosecution of a partner,’ but generally wrongful 
conduct must be related to the partnership business itself, namely, 
failure to pay over capital funds agreed upon,'* wrongful handling 
of partnership funds,’ and failure to account and settle at times 
agreed upon ;'*° (4) losses from operations will continue if the part- 
nership is not dissolved ;** and (5) other equitable grounds for dis- 
solution. In addition to the above, courts may decree dissolution on 
application by a purchaser of a partner’s interest either at the end 
of the partnership term or completion of a specific undertaking, or 


133 Justice v. Lairy, 19 Ind. App. 272, 49 N.E. 459 (1898). 

134 This also reflects the rule of RESTATEMENT, CoNTRACTS § 459, relating to the impossi- 
bility of performance by one whose performance is required. 

135 UNIFORM PARTNERSHIP Act § 32(1) (1914). 

136 Barclay v. Barrie, 209 N.Y. 40, 102 N.E. 602 (1913). 

137 Ferrick v. Barry, 320 Mass, 217, 68 N.E.2d 690 (1946). 

138 Young v. McKenny, 197 Ky. 768, 247 S.W. 964 (1922). 

139 Clay v. Palmer, 104 Neb. 476, 177 N.W. 840 (1920) ; LaVarre v. Hall, 42 F.2d 65 (1st 
Cir. 1930). 

140 Lavoine v. Casey, 251 Mass. 124, 146 N.E. 241 (1925). 

141 Wallace v. Sinclair, 114 Cal. App.2d 220, 250 P.2d 154 (1952). 
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at any time if there was no specific term, or by the transferee of a 
partner’s interest when the transfer arose from a charging order.’*” 

Under the Internal Revenue Code. Two policies are reflected in 
the Code provisions. Under section 708(a) it is stated that partner- 
ships shall as a general rule be considered as continuing if not ter- 
minated. If it were not for the action of the Conference Committee, 
it could be concluded that a continuation policy prevailed over any 
termination policy incorporated in the law. However, the elimina- 
tion of an elective provision permitting continuation made it clear 
that partnerships were to be terminated upon the conditions set 
forth. 

Partnerships terminate under section 708(b) of the Code in the 
event that no part of any business, financial operation, or venture 
continues to be carried on by any of its partners in a partnership, 
or within a twelve-month period there is a sale or exchange of 50 per 
cent or more of the total interest in partnership capital and profits. 
Mergers or division of partnerships are subject to rules which are 
intended to determine successor partnerships on the basis of apply- 
ing a 50 per cent or more change in ownership as a test. 

While the general rule incorporated in section 708 purports to re- 
flect a policy of continuation, and subsection (b)*** is susceptible of 
being construed as establishing but two conditions under which a 
partnership may be terminated, the Regulations ‘* flatly declare 
that a partnership ‘‘shall terminate’’ on cessation of business or 
transfer of interests in the requisite percentages. Justification exists 


142 UNIFORM PARTNERSHIP ACT § 32(2), also §§ 27 and 28 (1914). Under section 27 an 
assignment does not by itself operate to cause dissolution. 
143 Section 708 (1954) reads as follows: 
‘*Continuation of Partnership— 
**(b) Termination 
‘*(1) General Rule—For purposes of subsection (a), a partnership shall be considered 
as terminated only if— 

**(A) no part of any business, financial operation, or venture of the partnership 
continues to be carried on by any of its partners in a partnership, or 

‘*(B) within a 12-month period there is a sale or exchange of 50 per cent or more 
of the total interest in partnership capital and profits. 

**(2) Special Rules— 

**(A) Merger or Consolidation—In the case of the merger or consolidation of two 
or more partnerships, the resulting partnership shall, for purposes of this section, be con- 
sidered the continuation of any merging or consolidating partnership whose members own 
an interest of more than 50 per cent in the capital and profits of the resulting partnership. 

**(B) Division of a Partnership—In the case of a division of a partnership into two 
or more partnerships, the resulting partnerships (other than any resulting partnership the 
members of which had an interest of 50 per cent or less in the capital and profits of the 
prior partnership) shall, for purposes of this section, be considered a continuation of the 
prior partnership.’’ 

144 Reg. Sec, 1.708-1(b) (1) (n) (1956). 
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in the legislative history and because of the difficulty in applying an 
optional termination rule for sale or exchanges aggregating 50 per 
cent or more within a twelve-month period. 

The purpose of the adoption of section 708 was to discourage 
‘*trafficking in fiscal year partnerships,’’ to avoid deferment of re- 
porting income, and to provide an opportunity to make new elec- 
tions. In addition, specific rules were desired to avoid the extensive 
rules surrounding dissolution and termination as provided in the 
Uniform Partnership Act and to supply rules for the uncertainty 
that existed under the 1939 Code.'* It is to be noted, however, that 
the partnership Regulations provide that the date of termination is, 
in the event of a cessation of business, the date on which the winding 
up of a partnership’s affairs is completed.’ Presumably, an act 
called a dissolution under the Uniform Partnership Act is a termi- 
nation for income tax purposes and is followed by a period of wind- 
ing up affairs for both purposes, and results in a termination under 
the Uniform Partnership Act and establishes a date of termination 
for tax purposes. The distinction, if any, appears to be elusive. 

Where termination for tax purposes results from the sale or ex- 
change of partnership interests aggregating 50 per cent or more of 
partnership capital and profits, the date of termination is the date 
of such sale or exchange, or the date the last sale of a series aggre- 
gating 50 per cent or more of the interests takes place.’*? However, 
it is further provided, that where a termination occurs on account 
of sales or exchanges, the partnership distributes its properties to 
the purchaser and other partners, and immediately thereafter such 
persons contribute the properties to a new partnership either for its 
continuation or for its dissolution and winding up. Where the latter 
act takes place, the new partnership terminates on the date the wind- 
ing up of affairs is completed, as above.'** 

This rule avoids the consequences that would follow if the sales or 
exchanges were held to terminate the partnership as to the selling 
. or exchanging partner, causing him to become the distributee of 
partnership property and the seller of property rather than a part- 
nership interest. While this accords with the theory of section 741 
relating to the sale of a partnership interest *° and makes the rule 


145 For example, Rev. Rul. 144, 1953-2 Cum. BULL. was a grudging acknowledgment of 
the lack of judicial support for the Service’s position that death caused a termination. 
However, its application was less than clear, and it was further confused by subsequent 
rulings: Rev. Rul. 54-26, 1954—1 Cum. BuLL. 153; Rev. Rul. 54-55, 1954-1 Cum. Buu. 153. 

146 Reg. See. 1.708-1(b) (1) (ii) (1956). 

147 Ibid. 

148 Reg. Sec. 1.708-1(b) (1) (iv) (1956). 

149 Section 741 (1954) : ‘‘ Recognition and Character of Gain or Loss on Sale or Exchange 
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for aggregation of interests sold *° easier of application, it some- 
how eludes logic not to attribute termination to the person who by 
sale or exchange caused the termination and to treat it as a price 
paid by the purchaser for his actions. A further consequence of the 
termination rules is to subject non-selling partners to the effects of 
distributions, with a possibility of changing bases for partnership 
properties as between the terminating partnership and a continuing 
partnership,’ because of actions of a selling partner over whom 
they had no power or control. 

It is beyond the scope of this paper to explore all the diverse sit- 
uations which could arise because of dissolutions under the Uniform 
Partnership Act and the Code. For example, however, assume a 
partner having more than a 50 per cent interest sells or exchanges 
his interest. Further assume that the partnership is for a specific 
term. Under section 27 of the Uniform Partnership Act, the assign- 
ment of the interest per se does not dissolve the partnership, that is, 
it continues. However, under section 708(b)(1)(B) of the Code, the 
partnership composed of the purchaser and the other partners ter- 
minates and is succeeded by a new partnership. The new partner- 
ship is the same as the continuing one under the Uniform Partner- 
ship Act. If the partnership was not for a specific term, then the 
assignee partner could seek a dissolution. His action would have no 
effect on the status under the Code. Upon the complete winding up 
of partnership affairs, however, there would be a complete termina- 
tion under local law, but a continuation under income tax law if any 
of the partners continued to carry on the business.’ If a partner- 
ship was ordered dissolved because of a decree of insanity against 
any partner, the dissolution by and of itself would have no effect, 
unless some of the partners ceased to carry on the partnership busi- 
ness. 

It is clear that partnerships may simultaneously continue, under 
both rules of law, may simultaneously dissolve under one and con- 
tinue under the other, and may continue under the one and ter- 
minate under the other. 


—In the case of a sale or exchange of an interest in a partnership, gain or loss shall be 
recognized to the transferor partner. Such gain or loss shall be considered as gain or loss 
from the sale or exchange of a capital asset, except as otherwise provided in section 751 
(relating to unrealized receivables and inventory items which have appreciated substan- 
tially in value).’’ 

150 See H.R. 481, 85th Cong., 1st Sess. 62-64 (1957), accompanying the Excise Technical 
Changes Act of 1957 (H.R. 7125), relating to documentary stamp taxes. 

151 This may follow by operation of sections 732, 743, and 755 (1954). 

152 T.R.C. § 708(b) (1) (A) (1954). 
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THE INTEREST IN THE PARTNERSHIP 


Nature and characteristics under local law. The Uniform Part- 
nership Act holds that the interest of a partner in the partnership is 
his share of the profits and surplus and that it is personal prop- 
erty.*3 While a partnership is defined as an association of two or 
more persons to operate as co-owners of a business for profit,’™ it 
is thereby implied that there are partnership characteristics distinct 
and apart from mere co-ownership. Section 26 states that an interest 
not only relates to profit, but to surplus, and concludes that for 
property law purposes it represents a type of ownership different 
from that necessarily related to the property. The interest is said 
to be a balance due a partner after payment of partnership debts to 
non-partners and settlement of accounts between partners,’ his 
interest in the partnership as a going business, and the balance due 
after settlement of all accounts.’** Under the 1939 Code, an interest 
in a partnership was held distinct from assets underlying it.’ 

Local law is concerned with determining what is due a partner by 
way of profits and surplus,’* in determining the nature of an in- 
terest for the purpose of applying personal property laws thereto,'®” 
in distinguishing real property from the interest as personal prop- 
erty,’® and in the status of an interest under legal process." Of 
such legal actions, none has a bearing on substantive income tax 
law.? 

A party with a partnership interest possesses certain rights which 
are related to property of the partnership. A partner is entitled to 
the repayment of his contributions to partnership property whether 
connected with capital contributions or loans.’* He possesses a right 
in specific partnership property,’ but only to use it for its pur- 
poses, as distinguished from his.*” A partner’s right in specific 


153 UNIFORM PARTNERSHIP ACT § 26 (1914). 

154 UNIFORM PARTNERSHIP ACT § 6 (1914). 

155 7 UNIFORM LAWS ANN. § 26 n. 2 (1949). 

156 7 UNIFORM LAWS ANN. § 24 n. 4 (1949). 

157 Swiren v. Comm’r, 183 F.2d 656 (7th Cir. 1950), cert. denied, 340 U.S. 912 (1951). 

158 See note 155 supra. 

159 7 UNIFORM LAWS ANN. § 26 n. 3 (1949). 

160 7 UNIFORM LAWS ANN. § 26 nn. 4 and 6 (1949). 

161 7 UNIFORM LAWS ANN. § 26 n. 5 (1949). 

162 However, status under legal process may be important as to tax liens, I.R.C. §§ 6321 et 
seq. (1954). 

163 UNIFORM PARTNERSHIP ACT § 18(a) (1914). 

164 UNIFORM PARTNERSHIP ACT § 24 (1914). 

165 UNIFORM PARTNERSHIP ACT § 25(2)(a) (1914); State v. Elsbury, 63 Nev. 463, 175 
P.2d 430 (1946). 
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partnership property is not assignable by him alone * and is not 
subject to attachment or execution, except in relation to a claim 
against a partnership ;*” upon death, the property vests in the sur- 
viving partner or partners who must still possess the property for 
partnership purposes,’ and the right in specific partnership prop- 
erty is not subject to such estates as dower or curtesy.’® 

Where a partnership is dissolved, the interest of the partners is 
such that they have the right to decide which partnership property 
is to be applied in the settlement of partnership liabilities after 
which the balance may be paid in cash to the partners.’”® Or under 
some circumstances, where a partnership has been wrongfully dis- 
solved, the aggrieved partners’ interest is such that they may take 
over partnership property for the purpose of continuing the busi- 
ness.’™ After dissolution, a partner is also entitled by reason of his 
interest to a certain rank in the discharge of liabilities of the part- 
nership and for enforcing obligations of other partners.’ 

By virtue of all such rules, it is clear that a partner’s interest is 
closely associated with certain property concepts and rights. 

Except that a partner’s interest is his share of profits and sur- 
plus '** and that there is a restriction on remuneration for services 
unless agreed upon,’* the Uniform Partnership Act is not con- 
cerned with the relationship of an interest in a partnership to serv- 


ices rendered. 
The Internal Revenue Code. The tax law, however, is concerned 
with the origin of an interest in the partnership 7” in relation to 


166 UNIFORM PARTNERSHIP ACT § 25(2) (b) (1914). 
167 UNIFORM PARTNERSHIP Act § 25(2) (¢) (1914). 

168 UNIFORM PARTNERSHIP AcT § 25(2)(d) (1914). 

169 UNIFORM PARTNERSHIP AcT § 25(2)(e) (1914). 

170 UNIFORM PARTNERSHIP ACT § 38(1) (1914). 

171 UNIFORM PARTNERSHIP ACT § 38(2) (b) (1914). 

172 UNIFORM PARTNERSHIP Act § 40 (1914). 

173 UNIFORM PARTNERSHIP ACT § 26 (1914). 

174 UNIFORM PARTNERSHIP ACT § 18(f) (1914). 

175 Sections 721, 722, and 742 (1954) read as follows: 
‘*See. 721. Nonrecognition of Gain or Loss on Contribution— 

‘*No gain or loss shall be recognized to a partnership or to any of its partners in the 
ease of a contribution of property to the partnership in exchange for an interest in the 
partnership. ’’ 

**See. 722. Basis of Contributing Partner’s Interest— 

‘<The basis of an interest in a partnership acquired by a contribution of property, in- 
cluding money, to the partnership shall be the amount of such money and the adjusted basis 
of such property to the contributing partner at the time of the contribution. 

‘*See. 742. Basis of Transferee Partner’s Interest— 

‘<The basis of an interest in a partnership acquired other than by contribution shall be 

determined under part II of subchapter O. . . .”’ 
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taxable gain or loss that may develop in the process of converting 
an interest into property or money. In addition, an interest in a 
partnership must, for tax purposes, either be measured against 
property,'”* must measure the value of partnership property,’™ or 
must be matched against cash or property received in exchange 
therefor.1* While an interest in a partnership may entitle one to 
the participation through distributive shares in profits and losses *”° 
or to compensation for services rendered a partnership,’ the Code 
itself offers no specific treatment for interests in a partnership aris- 
ing directly out of services. 

The Regulations,'*! however, take the position that an interest in 
partnership capital acquired for services rendered or to be rendered 
to the partnership constitutes income which is taxable to the recip- 
ient partner. The interest in partnership capital is specifically dis- 
tinguished from an interest in profits and therefore must partake of 
some interest in property. While the provision may be supported on 
the theory that under local law a partner by definition is a co- 
owner '*? and has rights in specific partnership property,'** such 
view may be questioned. The partners’ rights to specific partner- 
ship property are confined to possession for partnership purposes, 
except as may otherwise be consented to by the other partners,’ 
are not assignable except in conjunction with the other partners,'* 
and are not subject to attachment or execution except in relation to a 
partnership liability.’** It vests in the surviving members on the 
death of a partner and must be. held only for partnership pur- 
poses.'*? Furthermore, a partner is entitled to be repaid capital 
contributed or advances made, after which all partners, unless 
otherwise agreed to, may share equally in profits and surplus,’** the 
extent of which can be determined only in connection with an ac- 
counting,’*® and further, he may cause a dissolution to secure a dis- 
tribution of his share of profits and surplus.’ 


176 T.R.C. §§ 722 and 742 (1954). 

177 TLR.C. §§ 731 and 732 (1954). 

178 T.R.C. § 741 (1954). 

179 T.R.C. §§ 702 and 704(a) and (b) (1954). 

180 T.R.C. § 707(¢) (1954). 

181 Reg. See. 1.721-1(b) (1954). 

182 UNIFORM PARTNERSHIP ACT § 6 (1914). 

183 UNIFORM PARTNERSHIP ACT § 24(1) (1914). 

184 UNIFORM PARTNERSHIP ACT § 25(2) (a) (1914). 
185 UNIFORM PARTNERSHIP Act § 25(2) (b) (1914). 
186 UNIFORM PARTNERSHIP ACT § 25(2) (ce) (1914). 
187 UNIFORM PARTNERSHIP ACT § 25(2)(d) (1914). 
188 UNIFORM PARTNERSHIP ACT § 18(a) (1914). 

189 UNIFORM PARTNERSHIP ACT § 22 (1914). 

190 UNIFORM PARTNERSHIP ACT § 31 (1914). 
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Such restrictions are recognized by the Regulations by acknowl- 
edgment that taxability flows from the relinquishment of some right 
in property by one of the partners to the member acquiring an in- 
terest for services. 


Ricuts In ParTNERSHIP PROPERTY 


Conceptual difficulties. As stated previously, an interest in a part- 
nership establishes certain rights in property. Such rights include 
those of co-ownership and possession of partnership property for 
partnership purposes, a right to repayment of capital or advances, 
and participation in profits and surplus.’** With the exception of a 
few specific instances,'*? where the term ‘‘capital’’ is used, all ref- 
erences in relation to a partner’s rights use the word ‘‘property.’’ 

From the context in which each term is used, it may be said that 
‘‘capital’’ refers to that particular property, tangible or intangible, 
real or personal, which a partner agrees to contribute to the partner- 
ship so that it may carry on a business for profit. This is the view 
adopted by some writers."** They also maintain that it is a fixed 
amount. The term ‘‘property’’ is a broader term and includes not 
only the original contributions, but any after-acquired property ob- 
tained by purchase or otherwise. It should be noted in addition 
that the Uniform Partnership Act by reference to repayment of 
advances ** makes a further distinction which also emphasizes a 
difference in capital and property. 

Partnership tax provisions also use the terms ‘‘capital’’ and 
‘*property.’’ The term ‘‘capital’’ is used in reference to a compar- 
ison between an interest in property prior to contribution and an 
interest in capital afterwards,'* a person having recognizable 
status in a family partnership, in a definition of a ‘‘ principal part- 
ner,’’ 8 as a bar to allowance of losses or as a test of ordinary in- 
come or capital gain,’®® and as a means of determining whether a 
partnership has terminated by sale, exchange, or transfer of an in- 
terest.2°° On the other hand, provisions relating to contributions 7 


191 UNIFORM PARTNERSHIP ACT §§ 6, 18(a), 25, and 40(a) (II) (1914). 

192 UNIFORM PARTNERSHIP ACT §§ 18(a), (c) and (d), and 40(b) (1914). 

193 BARRETT AND SEAGO, op. cit. supra note 92, ch. 3 § 3.1; MECHEM, ELEMENTS OF ParT- 
NERSHIP § 133 (2d ed. 1920). 

194 Ibid. 

195 UNIFORM PARTNERSHIP ACT §§ 18(a) and 40(b) (II) (1914). 

196 T.R.C. § 704(e) (3) (1954). 

197 T.R.C. § 704(e) (1954). 

198 T.R.C. § 706(b) (3) (1954). 

199 T.R.C. § 707(b) (1954). 

200 T.R.C. § 708(b) (1954). 

201 T.R.C. §§ 721, 722, and 723 (1954). 
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and those relating to distributions refer to property.” Moreover, 
where there are provisions dealing with adjustments,” they are ap- 
plied in relation to ‘‘interests in a partnership,’’ and bases of assets 
also are determined by reference to such interests. 

While this state of affairs leaves something to be desired, it ap- 
pears to be generally assumed that anyone may accommodate him- 
self to the various uses to which the different terms are put without 
being hopelessly confused. Obviously, there is some distinction be- 
tween the terms ‘‘interests,’’ ‘‘interests in capital,’’ ‘‘property,’’ 
‘‘loans and advances,’’ and ‘‘partnership property’’ and their use 
in the Code. But it is submitted if some effort were made to define 
the terms, some of the apparent complexities would be alleviated. 
If a distinction were made between capital contributed as a fixed 
amount and after-acquired property, including money, then distri- 
butions out of income reported as such by partners could possibly 
be more simply treated than they are under the rules now applicable. 
If advances or retained income were distinguishable from capital, 
repayment of either might avoid the inescapable complications to 
make sure no accretion in wealth arising from transfer of property 
from the partnership to a partner would escape the tax snare. If 
capital were distinguished from advances and partnership prop- 
erty, the treatment of rights acquired by a partner whose contri- 
bution consisted of services only rather than property, could be 
simplified, unless, of course, it becomes a matter of policy to tax as 
property the right to earn income. 

As things now stand, however, such distinctions are not expressed, 
and it is necessary to surround the acquisition of a partnership in- 
terest by formalistic restrictions to avoid taxation before income is 
realized *% and to make sure that income taken into account as dis- 
tributive shares is withdrawn and then dedicated to further partner- 
ship use as loans and advances.” 


DISASSOCIATION OF PARTNERS AND PARTNERSHIPS 


Generally speaking, a partner may dissociate himself from the 
partnership in which he is a member by selling, exchanging, or as- 
signing his interest ? or by causing a dissolution of the partner- 


202 T.R.C. §§ 731-736, and 751 (1954). 

203 T.R.C. §§ 705, 732(d), 734, and 743 (1954). 
204 See notes 201 and 202 supra. 

205 Reg. See. 1.721-1(b) (1956). 

206 WILLIS, PARTNERSHIP TAXATION 20 (1957). 
207 UNIFORM PARTNERSHIP Act § 27 (1914). 
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ship.2 A partner may be separated from the partnership by ex- 
pulsion *” or through the consequences of dissolution caused by one 
other than himself. For purposes of the Code, a partner can be sep- 
arated from his partnership by selling or exchanging his interest ?”° 
or by liquidating his interest,’ including liquidation in connection 
with retirement.” 

Where an interest is effectively assigned for local law purposes, 
the correlative effects for income tax purposes are covered by those 
provisions dealing with sales or exchanges. 

The application of the Code to assignments of partnership in- 
terests is more concerned with the assignor than the assignee. The 
limited right of an assignee to participate in partnership affairs, 
unless admitted as a new partner *"* is passed over by the tax pro- 
visions. No heed is accorded the power of an assignee to cause a 
dissolution ; *** the lack of power of an assignee to deal with or in 
specific partnership property ; *% the right, upon showing of cause, 
to seek authority to wind up partnership affairs ; *** or the rights of 
creditors as to partners continuing a business after an assignment 
of an interest.?!* While there is one instance where indifference is 
not the rule,”"* it may generally be justified on the theory that the 
matters referred to establish rights and powers under local law and 
do not create anything subject to tax or mark a taxable event. Never- 
theless, attention given to the consequences of an assignment for 
local law purposes could conceivably confine the tempests surround- 
ing an interest acquired for services *"® to appropriate teapot dimen- 
sions. 

But for an assignor or person selling or exchanging a partner- 
ship interest to a stranger to the partnership or liquidating an in- 
terest, there are income tax consequences. A sale or exchange of an 
entire interest results in the close of the taxable year of the partner- 


208 UNIFORM PARTNERSHIP ACT § 31 (1914). 

209 UNIFORM PARTNERSHIP Act § 31(d) (1914). 

210 T.R.C. §§ 706(¢) (2), 708(b), and 741 (1954). 

211 T.R.C. §§ 731, 732, 735, and 751 (1954). 

212 I.R.C. §§ 736 and 751 (1954). 

213 UNIFORM PARTNERSHIP ACT § 27 (1914). 

214 UNIFORM PARTNERSHIP ACT § 32(2) (1914). 

215 UNIFORM PARTNERSHIP ACT § 25 (1914). 

216 UNIFORM PARTNERSHIP ACT § 37 (1914). 

217 UNIFORM PARTNERSHIP ACT § 41 (1914). 

218 Reg. Sec. 1.708-1(b) (1) (iv) (1956), relating to the consequences of a termination as 
to a purchaser and other partners. 

219 Reg. See. 1.721-1(b) (1956). See also, Hearings Before the House Committee on Ways 
and Means on Advisory Group Recommendations on Subchapters C, J, and K of the Internal 
Revenue Code, 86th Cong., Ist Sess, 140, Recommendation 10 (1959). 
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ship on the date of the sale as to the seller,?*® but the disposition of 
part of an interest will merely necessitate the establishment of a 
date for the adjustment of distributive shares to give effect to the 
sale or exchange.** The same rules for the close of a taxable year 
are applicable to the liquidation of an interest. 

It should be noted here that there is a basic difference in the way 
the terms ‘‘sale or exchange’’ or ‘‘the liquidation of an interest’’ 
are applied. By definition, the term ‘‘liquidation of a partner’s in- 
terest’’ means the termination of a partner’s entire interest in a 
partnership by means of a distribution or a series of distributions 
‘‘to the partner by the partnership.’’ **? This is amplified by the 
Regulations to indicate (1) that where an interest is to be liquidated 
by a series of distributions, the interest of the partner will remain 
in existence until the final distribution is made; and (2) that distri- 
butions other than in liquidation of an entire interest are partial 
liquidations or distributions of distributive shares.*** Consequently, 
a partner continues as such until there is a final distribution in liqui- 
dation of his interest, and there is no termination within the mean- 
ing of section 708 of the Code because of liquidation.*** Moreover, 
a liquidation involves a transaction between an existing partner and 
his partnership. 

While sales or exchanges may be made of parts of an interest or 
of an entire interest, at the time when sales or exchanges, whether 
by one partner or several, aggregate sales of 50 per cent or more in 
capital and profits interests within a period of twelve consecutive 
months, the partnership terminates.*” Thus, if A, who owns a 60 per 
cent interest in capital and profits of partnership ABC, sells one- 
sixth of his interest to D, LE, F, G, and H in five separate transac- 
tions, upon the sale to H there is a termination. As indicated pre- 
viously, the logic behind the arbitrariness of this rule is elusive, and 
the proposals to limit the application of the rule to transactions be- 
tween a partner and non-partners emphasizes the inherent incon- 
gruity.?”° 

Whether it is a part of or an entire interest that is sold, ex- 
changed, or liquidated, gain or loss is recognized to the seller 7?" or 


I.R.C. § 706(¢) (2) (A) (i) (1954). 

L.R.C. § 706(¢) (2) (B) (1954). 

L.R.C. § 761 (1954). 

Reg. Sec. 1.761-1(d) (1956). 

24 Reg. Sec. 1.708-1(b) (1) (ii) (1956). 

225 Ibid. 

226 Hearings, supra note 219, Recommendation 9, 
227 T.R.C. § 741 (1954). 
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may be to a distributee partner in a liquidation.** This is a matter 
of no concern under local law. Whether the gain or loss is considered 
the gain or loss from the sale or exchange of a capital asset depends 
upon whether there is a sufficient modicum of ordinary income assets 
underlying the interest disposed of.?*® Where the partner disposes 
of his interest by taking partnership property and not money as a 
distribution in liquidation of his interest, recognition of gain may be 
deferred, since generally property takes the partnership basis as a 
carryover basis or the basis of the partner’s interest as a substi- 
tuted basis.**° Again, if there are certain ordinary income assets 
underlying the interest, a loss may be recognized upon a distribu- 
tion ** in liquidation. Distributions of property which involve ex- 
changes of certain ordinary income assets, referred to as ‘‘section 
751 assets,’’ for other property of a partnership are subject to the 
rules under section 751 of the 1954 Code.?*” 

Under local law the expulsion of a partner causes a dissolution of 
the partnership,” and all the consequences of a dissolution follow. 
Whatever the terminology or effects for local law purposes, the re- 
moval of a partner results in a liquidation of his interest under the 
Code. The effects are determined by application of the rules affect- 
ing distributions provided in sections 731 through 736 and 751(b). 


ConcLusiIon 


The provisions of the Code and the rules under the Uniform Part- 
nership Act could be made to harmonize, but would demand the ut- 
most in skill tax-wise and under local law. It must be admitted, how- 
ever, that no matter how wise or clever a taxpayer or his adviser 
may be, the best protection against potential clash lies in an under- 
standing of the demands imposed by the Internal Revenue Code in 
the operation of partnerships. 


228 I.R.C. § 731 (1954). 

229 T.R.C. § 751 (1954). 

230 I.R.C. § 732 (1954). 

231 T.R.C. § 731(a) (2) (1954). 

232 T.R.C. § 751 (1954). 

233 UNIFORM PARTNERSHIP ACT § 31 (1914). 





An Approach to the Simplification and 
Standardization of the Concepts 
“The Family,” “Related Parties,” 

“Control,” and “Attribution 
of Ownership” 


THOMAS J. REILLY* 


: Congress has from time to time enacted numerous substan- 
tive provisions in the various taxing statutes,’ which were designed 
in general to overcome tax-avoidance schemes or devices utilized by 
taxpayers and their advisers in transactions between or within 
closely-related economic units. Obviously such plans or schemes 
could be accomplished more easily between related parties, members 
of a family, or controlled entities. The statute therefore directs its 
attention to particular transactions between persons having special 
relationships. As illustrations, the statutory provisions are de- 
signed to prevent the allowance of claimed losses among closely-re- 
lated taxpayers, the conversion of ordinary or dividend income into 
long-term capital gain, or the accumulation of income in holding 
companies. 

Many of the sections in the Code are stop-gap or loophole plug- 
ging enactments. This explains the lack of uniformity and definite- 
ness in the concepts and the functional uses of the terms ‘‘the fam- 
ily,’’ ‘‘related party,’’ ‘‘control,’’ and ‘‘attribution of ownership’’ ” 
which have given rise to many uncertainties. However, such a con- 
dition should be remedied to accomplish the end for which the sub- 
stantive provisions were enacted, as well as to improve their com- 
prehension, interpretation, and administration. 


Tuomas J. Reitty (LL.B., Georgetown University) is a member of the District of Colum- 
bia, Oklahoma, and Texas Bars and is Tax Research Officer in the Research Division, Office 
of the Assistant Commissioner (Planning and Research), Internal Revenue Service, Wash- 
ington, D. C. 

* The views expressed are those of the author and are not intended to reflect the views of 
the Internal Revenue Service. 

1 See Table I, p. 279 infra. 

2 The 1954 Code uses the terms ‘‘ related persons,’’ ‘‘ relationships,’’ ete., but it does not 
employ the terminology ‘‘ attribution of ownership.’’ 
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To this end, numerous provisions of the 1954 Code have been re- 
viewed and Tables prepared which point up this lack of uniformity 
and precision in the concepts and terminology. For instance, in the 
Table ‘‘Concepts of Family’’* the range is from ‘‘parents and 
minor children’”’ to ‘‘brothers and sisters (whether by the whole or 
half blood), spouse, ancestors, lineal descendants, spouses of broth- 
ers and sisters (whether by the whole or half blood), and spouses of 
lineal descendants ;’’ in the Table ‘‘Related Party’’* more than 
thirty separately identifiable classifications of relationship are uti- 
lized, yet no more than eleven of these are included in any one sec- 
tion of the Code; and in the Table ‘‘ Attribution of Stock Owner 
ship,’’*® the word ‘‘proportionately’’ frequently appears with no 
indication of the proportional method to be used. 

‘*Control’’ is also used in these sections of the Code, both without 
definition and with definitions varying in concept. 

The nature of taxation requires that it be borne by those having 
the economic control or ownership of property. Necessarily then 
‘‘rules for attributing stock ownership’’ are required if success is 
to be had in overcoming tax-avoidance plans which operate and are 
feasible only in such economic entities as controlled corporations. 
These ‘‘rules of constructive ownership’’ are auxiliary to the sub- 
stantive provisions in the Code, and observations concerning them 
are discussed under the heading AtrrisuTION or OWNERSHIP. 

The problem with its many ramifications is quite complex and 
some of its aspects, with similar conclusions, have been discussed 
by others.® 


I. BackerounD 
A. IntTROpDUCTION 


For many years, twenty-five at least, the impact of taxation has 
grown steadily heavier. This is particularly true with respect to the 
burden of federal income tax. With a view to minimizing this tax 
impact, astute taxpayers sought in various ways to circumvent the 
literal language of the taxing act. In numerous instances the courts 


3 See Table ITI, p. 281 infra. 

4 Ibid. 

5 Ibid. 

6 In preparing this paper considerable benefit was received from the REPORT OF THE AD- 
VISORY GROUP ON SUBCHAPTER C OF THE INTERNAL REVENUE CODE OF 1954; the ALI Report 
of Oct. 31, 1958 under the designation INcoME TAX PROBLEMS OF CORPORATIONS AND SHARE- 
HOLDERS; and the excellent article by Ringel, Surrey, and Warren, Attribution of Stock 
Ownership in the Internal Revenue Code, 72 Harv. L. REv. 209 (1958). Acknowledgment is 
also made to my confrére in the Research Division, Morrow H. Moore, whose painstaking 
review, suggestions, and general assistance were most helpful. 
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termed their acts subterfuges, devices, or contrivances, lacking in 
substance, and without effect upon the flow of economic benefits. 

Instances of taxpayers’ efforts, successful at least temporarily, 
were ‘‘losses’’ within an economic unit, the formation of personal 
holding companies, the utilization of ‘‘collapsible’’ corporations, 
the transfer of property to controlled corporations to secure addi- 
tional surtax benefits, and the use of stock dividends, stock sales, or 
partial liquidations to convert ordinary or dividend income into 
long-term capital gain. It was obvious that closely-held or related 
economic units were realizing unintended tax benefits. 

Numerous substantive provisions were enacted to combat these 
‘“suecesses’’ and to close the loopholes originating in transactions 
within closely-related economic units. In effect these transactions 
were considered as lacking in bona fides, in some instances shocking, 
but in all instances without sufficient substance to be treated as real. 
Congress intended that these avoidance plans be denied the usual 
tax treatment afforded taxpayers dealing at arm’s length. Concepts, 
such as ‘‘the family,’’ ‘‘related party,’’ ‘‘control,’’ and ‘‘attribu- 
tion of ownership”’ (rules for the constructive ownership of stock), 
were adopted as part of these ad hoc provisions. 

This has given rise to varying definitions or applications of the 
terms ‘‘the family,’’ ‘‘related parties,’’ ‘‘control,’’ ‘‘attribution of 
ownership,’’ occasioned for the most part by their adoption to meet 
special problems at different times and in various sections of the 
Code. These variations have resulted in much confusion in interpre- 
tation and caused major difficulties in administration. 


B. SusstantivE Provisions INvotvep? 


The impelling conditions and the resulting statutory enactments 
relating to the diverse problems involved has focused attention and 
brought into bold relief the will of Congress to deny unintended tax 
benefits. A brief résumé of the sections in the 1954 Code that follows 
indicates the magnitude of the substantive problems involved. 

Section 267(b) has as its purpose the disallowance of losses, ex- 
penses, and interest under specified circumstances and occurring 
within closely-held or controlled economic units, such as ‘‘the 
family’’ or other ‘‘related parties.’? The term ‘‘related parties’’ 
does not appear in the statute, and the term is used herein in lieu 
of such expressions as ‘‘relationships,’’ ‘‘related persons,’’ or ‘‘a 
person the ownership of whose stock [is] attributed to the person 
acquiring such stock.’’ 


7 See Table I, p. 279, infra. 
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Section 70/(b)(1) denies losses on sales between a partnership 
and a partner owning more than 50 per cent in the capital or profits 
interest therein; and losses between the partnerships owned more 
than 50 per cent by the same persons. In essence, this subsection is 
an extension of section 267(b). 

Section 178 was added to the 1954 Code by section 15 of the Tech- 
nical Amendments Act of 1958. One of its purposes is to require 
amortization of leasehold improvements to be based on the useful 
life of the improvement rather than the term of the lease, when the 
lease is between affiliated corporations or ‘‘related parties.”’ 

Section 179 was added to the Code by section 204 of the Small 
Business Tax Revision Act of 1958. Under certain conditions it per- 
mits an additional first-year depreciation allowance on property 
purchased after December 31, 1957. This allowance is not permitted 
on purchases between ‘‘related parties’’ as defined in sections 
267(b) and 707(b) (1). 

Section 334 relates to basis of property received in certain cor- 
porate liquidations and permits the use of the cost basis of the stock 
purchased as the basis for the property received. However, this 
benefit is denied if the stock was acquired from a ‘‘related party,’’ 
defined as one whose stock ownership would be attributed to the 
acquiring person under section 318(a). 

Section 382 of the Code provides limitations in the case of net 
operating loss carryovers. It denies the loss carryover if ten or 
fewer persons increase by purchase their stock ownership in the 
corporation by 50 percentage points since the beginning of the prior 
taxable year. Purchase does not include acquisitions from ‘‘related 
parties,’’ also defined as those the ownership of whose stock would 
be attributed to the holder under section 318. 

Section 421 grants to corporate employees the right to make bar- 
gain purchases of stock which, under certain conditions, are tax- 
free. To obtain this benefit an employee cannot ‘‘own’’ more than 
ten per cent of the voting stock of the employer corporation, its 
parent, or subsidiary. 

Section 503 of the Code denies exemption to certain charitable 
organizations described in sections 501(c)(3) and 401(a) should 
they enter into a prohibited transaction with ‘‘related parties.’’ 

Section 681 provides a limitation on the charitable deductions 
normally allowed to trusts under section 642(c), if a trust engages 
in a prohibited transaction with a ‘‘related party.’’ 

Section 542 and succeeding sections relate to personal holding 
companies and were designed to prevent a corporate tax haven for 
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ordinary or dividend income of an individual. To be classified as a 
personal holding company, five or fewer individuals must ‘‘own’’ 
during the last half of the year more than 50 per cent in value of 
the corporate stock. ‘‘Ownership’’ of stock is also a requisite in 
classifying as personal holding company income amounts applicable 
to personal service contracts and amounts paid for the use of cor- 
porate property by a shareholder. 

Section 552 and subsequent sections relate to foreign personal 
holding companies, and the stock ‘‘ownership”’ rules in section 554 
adopt by reference the ‘‘ownership”’ rules in section 544, applicable 
to domestic personal holding companies. 

Section 671 and subsequent sections relate to the taxation of trust 
income that is attributable to grantors and others. Under section 674 
the grantor is treated as the ‘‘owner’’ when the beneficial enjoyment 
of a trust is subject to disposition by him or a ‘‘related or subordi- 
nate’’ party without the approval of an adverse party. 

Section 1361 permits an unincorporated business to elect to be 
taxed as a domestic corporation if certain conditions, including an 
‘‘ownership’’ test are met, namely, that no proprietor or partner 
‘‘owning’’ more than a ten per cent interest may also be a proprietor 
or partner ‘‘owning’’ more than a ten per cent interest in another 
unincorporated business taxable as a corporation. If in any year the 
electing proprietor or partners ‘‘own”’ an interest of 80 per cent or 
less in the profits and capital, such enterprise will not be considered 
as a domestic corporation for such year. 

Section 1551 is designated as Disallowance of surtax exemption 
and accumulated earnings credit. It applies to transfers of property 
from one corporation to another in order to secure additional sur- 
tax exemptions, and requires the transferor corporation, its share- 
holders, or both, to be in ‘‘control’’ of the transferee. 

Section 302 relates to distributions in redemption of stock and 
under certain conditions treats such redemptions as sales of the 
stock. The redemption must be ‘‘substantially disproportionate,’’ 
and immediately after the redemption the shareholder’s ‘‘owner- 
ship’’ must be less than 50 per cent of the voting power of all classes 
of stock entitled to vote. ‘‘Substantially disproportionate”’’ is con- 
cerned with ratios of ‘‘ownership’’ of stock by the shareholder imme- 
diately before and after the redemption. The section is also appli- 
cable if the redemption consists of all of the stock ‘‘owned’’ by the 
shareholders. 

Section 304 relates to the redemption of stock through the use of 
related corporations. For purposes of sections 302 and 303, if one or 
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more persons are in ‘‘control’’ of each of two corporations and in 
return for property one of the corporations acquires stock of the 
other from the person or persons in ‘‘control,’’ then (unless one of 
the corporations is a subsidiary) such property shall be treated as 
a distribution in redemption of the corporation acquiring such stock. 

In the case of an acquisition of stock of a parent corporation by a 
subsidiary from a shareholder of the parent, the property trans- 
ferred to the shareholder shall be treated as a distribution in re- 
demption of the stock of the parent corporation. 

The determination as to whether the acquisition in either instance 
by reason of section 302 is to be treated as a distribution in payment 
for the stock shall be made by reference to the stock of the issuing 
corporation. 

Section 306 is often referred to as the preferred stock ‘‘bailout.’’ 
Generally the sale or redemption of section 306 stock is treated as 
ordinary income. An exception thereto is the sale of such stock 
which terminates the shareholder’s entire interest in the corpora- 
tion and the purchaser is not a ‘‘related party,’’ 7.e., a person whose 
ownership of stock would be attributed to the seller under section 
318(a). 

Section 341 relates to ‘‘collapsible’’ corporations and is designed 
to treat as ordinary income gains from dissolution or sales of stock 
that would, except for this section, be treated as capital gains. This 
provision does not apply to a shareholder unless he ‘‘owned’’ more 
than five per cent in value of the corporation’s stock or ‘‘owned’’ 
stock that would be considered as ‘‘owned’’ by another shareholder 
owning more than five per cent in value of the corporation’s stock. 

Section 341(e) was added to the Code by section 20 of the Tech- 
nical Amendments Act of 1958 as a relief provision in the area of 
‘‘eollapsible’’ corporations. The relief provided in section 341(e) (1) 
does not apply to sales of stock by shareholders ‘‘owning’’ 20 per 
cent or more of stock if the sale is to ‘‘related parties”’’ as set forth in 
section 341(e) (8). Similarly, relief is denied under section 341(e) (4) 
if the sale is of property rather than stock. 

Section 707(b) (2) applies in the partnership area. It provides or- 
dinary income treatment to: (1) gain from a sale of property, other 
than a capital asset as defined in section 1221, between a partnership 
and a partner ‘‘owning’’ more than 80 per cent of the capital or 
profits interest in such partnership ; and (2) gain from a comparable 
sale between two partnerships in which the same persons ‘‘own’’ 
more than 80 per cent of the capital or profits interest. 
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Section 1235(d) of the Code was amended by section 54 of the 
Technical Amendments Act. The section allows capital gain on a 
sale or exchange of a patent. Under subsection (d) this benefit is not 
applicable to transfers between ‘‘related parties.’’ 

Section 1237 of the Code permits capital gain treatment under 
certain conditions on sales of real property that is subdivided for 
sale. The benefit of this favorable treatment is not permitted if sub- 
stantial improvements have been made by the taxpayer or ‘‘ related 
parties.’’ 

Section 1239 is a provision denying capital gain treatment on the 
sale of depreciable property to ‘‘related parties.’’ This is to prevent 
an economic unit from receiving a stepped-up basis of assets for 
depreciation purposes at the cost of a long-term capital gain. 


Il. Tur ProptemM PRESENTED 


The use of the concepts ‘‘the family,’’ and ‘‘related parties,’’ 
both implicitly and explicitly, reflects the will of Congress to exclude 
transactions between persons within these economic units when 
claimed losses, credits, exemptions, ete. are involved. ‘‘Ownership’’ 
of stock and ‘‘control’’ of an entity are also key expressions in 
carrying out this policy of determining whether such control is suf- 
ficient to treat the individual and the entity as within the concept 
of ‘‘related parties.’’ Effective ownership and control are the 
criteria as distinguished from fictional, subservient, or group own- 
ership. Thus, it has been necessary to establish ‘‘rules for the con- 
structive ownership of stock,’? commonly referred to as ‘‘attribu- 
tion of ownership.’’ 

In the background now, but in the forefront at the time these pro- 
visions were originally enacted, are many tax-avoidance plans which 
occasioned the need for the concepts ‘‘the family,’’ ‘‘related par- 
ties,’’ ‘‘econtrol,’’ and ‘‘attribution of ownership.’’ Analysis dis- 
closes a lack of uniformity in definition and of preciseness in ap- 
plication of these terms, with resulting undesirable complexities. 
Obviously there is need for a clearer understanding and application 
of these terms. 

It appears that the terms ‘‘the family’’ and ‘‘related parties’’ 
possess two separate and distinct functional uses in the Code. The 
first use may be designated as de facto in that it applies to factual 
transactions within a closely-related economic unit. Such transac- 
tions have as their object or result in claimed losses, credits, capital 
gain, ete. Here the terms ‘‘the family’’ and ‘‘related parties’’ are 
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used in connection with the denial to certain classes of taxpayers of 
those usual tax consequences afforded other taxpayers dealing at 
arm’s length. 

The second use of these two terms is auxiliary to the first use. It 
is limited to determining who shall be deemed to own stock actually 
owned by another in order to ascertain the percentage of stock 
‘‘owned’’ or whether ‘‘control’’ exists. It may be designated as de 
jure in that Congress, by legislative fiat, has declared that stock 
owned by one person shall be considered as owned by another person 
when there exists a close blood or economic relationship. This func- 
tional use is commonly referred to as ‘‘attribution of ownership.’’ 

The failure to distinguish between the use of the terms for deter- 
mining mere stock ownership and for the denial of tax consequences 
in substantive matters has contributed in part at least to the con- 
fusion in this area. 


A. Tue Famity ® 


The Revenue Act of 1934 was the first taxing statute to recognize 
‘‘members of a family’’ as a definitive group for tax purposes. In 
that Act the concept was deemed essential in reaching two types of 
alleged tax-avoidance schemes: (1) claimed losses between closely- 
related (family) taxpayers, and (2) the use of personal holding 
companies. Both of these matters were discussed in the Reports of 
the Ways and Means Committee and the Finance Committee accom- 
panying the Revenue Act of 1934. In each instance the family was 
defined to include brothers and sisters, whether of the whole or half 
blood, spouse, ancestors, and lineal descendants. 

With respect to losses between members of a family, both Re- 
ports ® stated, ‘‘It is believed that this provision will operate to 
close this loophole of tax avoidance.’’ 

Concerning personal holding companies, the Finance Committee 
Report stated,’ ‘‘Your committee is of the opinion that it is ex- 
tremely important to prevent this type of tax avoidance.’’ 

Thus, in the first statutory enactments directed at avoidance 
within an economic unit of closely-related persons, the term ‘‘fam- 
ily’’ included brothers and sisters as persons commonly understood 
to be within its concept. 

8 For the numerous concepts of ‘‘the family,’’ see Table II, p. 281 infra. 

9 H.R. Rep. No. 704 and 8. Rep. No. 558, 73d Cong., 2d Sess. (1934), 1939-1 Cum. Butt. 
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1. Spouses of brothers and sisters and spouses of lineal descend- 
ants as members of the family. It was in section 212 of the Revenue 
Act of 1950 that Congress enacted strong legislation to overcome 
the growing practice of converting ordinary income into capital 
gain through the device of corporate liquidations, aptly described 
as ‘‘collapsible’’ corporations. Rules attributing stock ownership 
among members of the family were needed ‘‘in order to prevent 
any one shareholder’s disguising his interest by the placement of 
the stock of the corporation among the different members of his 
family.’’ ™ 

The ‘‘family”’ in this section and as adopted by section 341 of the 
1954 Code has its broadest concept and includes spouses of brothers 
and sisters and spouses of lineal descendants, in addition to the 
usual provisions of spouse, brothers and sisters, whether by the 
whole or half blood, ancestors, and lineal descendants. 

2. Definition of family contracted. In other sections of the 1954 
Code and also in the Technical Amendments Act of 1958, contrac- 
tions have been made in the definition of ‘‘the family,’’ the usual 
contraction being the elimination of brothers and sisters, whether 
by the whole or half blood, as members of the family. This contrac- 
tion exists in section 318 of the 1954 Code, relating to the construc- 
tive ownership of stock, section 382, relating to net operating loss 
carryovers, and section 1235, relating to the sale or exchange of 
patents. The reasoning for excluding brothers and sisters as part 
of the family does not appear in the Ways and Means Committee 
Report nor in the Finance Committee Report accompanying the In- 
ternal Revenue Code of 1954. In addition, in section 318 and section 
382, which adopts section 318 by reference, ‘‘the family’’ does not 
include ancestors other than a parent. In its narrowest concept (sec- 
tion 1551), ‘‘the family’’ consists solely of an individual, his spouse, 
and minor children. 

Brothers and sisters are not a part of the family under section 
178 relating to depreciation on improvements by a lessee, or in sub- 
section (e) of section 341 (collapsible corporations), or in Subchap- 
ter S permitting small business corporations to elect not to be taxed 
under the corporation provisions, or in section 179 relating to first 
year depreciation on certain purchases. 

3. A uniform concept of the family. Because of the many addi- 
tions and changes to the taxing statute over a long period of years, 
the concept of ‘‘the family”’ is scattered throughout the Code, but 


11 H.R. Rep. No. 2319, 81st Cong., 2d Sess. (1950), 1950-2 Cunt. Bunn. 451. 
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with disturbing lack of uniformity. The confusion that has resulted 
from this incredible diversity in the use of the concept suggests the 
desirability, in so far as it is practical, of a uniform definition of 
the term. Uniformity is also needed as an aid in the orderly adminis- 
tration of the statute both with respect to interpretive rulings 
and investigations by revenue agents. Taxpayers and their advisers 
would also benefit by knowing that ‘‘the family’’ for tax purposes 
has a precise and uniform definition, as distinguished from the 
present numerous meanings depending upon the section or sub- 
chapter of the Code involved. A uniform concept of ‘‘the family”’ 
would make for easier comprehension and constitute a step toward 
simplification. 

4. A broad concept of the family. Although a uniform definition 
of ‘‘the family’’ seems both warranted and desirable, there exists 
the further question as to the scope of such a definition. Should the 
concept be a narrow one or should it be broad? Argument could be 
made for a narrow concept if its function were to enlarge a taxing 
area or to impose a further tax. However, its primary use is to the 
contrary, t.e., to prevent tax avoidance by related persons and 
within existing statutes. This use of the term in the de facto sense 
is concerned with factual transactions. 

Against the background of conditions and experience existing in 
1934, when ‘‘the family’’ was first defined, it included brothers and 
sisters (whether of the whole or half blood), spouse, ancestors, and 
lineal descendants. Later, to combat tax-avoidance schemes evi- 
denced by collapsible corporations, spouses of brothers and sisters 
(whether by the whole or half blood) and spouses of lineal descend- 
ants were added. The scope of ‘‘the family’’ as thus defined is the 
broadest in the Code. 

5. Observations as to the family concept. When used in this de 
facto sense of preventing tax-saving collaborations, the need for a 
uniform and broad statutory concept of ‘‘the family’’ rather than a 
narrow one becomes axiomatic. Its uniformity will tend to an equal 
application of the taxing statute. The narrower the definition, the 
more likelihood of avoidance. Accordingly, a broad rather than a 
narrow concept is needed to prevent tax avoidance in transactions or 
tax-motivated dealings which are controlled by and within closely- 
related economic units. These considerations suggest a definition 
that would include brothers and sisters and their spouses, as well as 
spouse, ancestors, lineal descendants, and their spouses, in order 
to prevent collaboration with its tax-saving incidents. However, 
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‘“spouse’’ would not include one separated by an interlocutory or 
final decree of divorce or separate maintenance. Further, a legally 
adopted child would be considered as a child by blood. 

In addition, ‘‘the family’’ should include any corporation, part- 
nership or trust 7? which a member of the family controls and also 
any trust or estate of which he is a substantial beneficiary. Under 
this de facto definition of family a lease between an individual and 
a corporation controlled by his brother would be between related 
parties under section 178. However, under present law such a lease 
must be between the individual and his brother in order to be be- 
tween related parties. 

Should such a broad and uniform definition be adopted and should 
a particular section of the Code require a modification of that defini- 
tion, any change therein could be by exception or exclusion. Thus, 
any Congressional decision to modify the scope of the term for a 
particular purpose would have definite supporting reasons and any 
unintended modifications would be avoided. An instance for such a 
modification would be the de jure concept of the term ‘‘the family’’ 
in attributing stock ‘‘ownership’’ from one member to another as 
distinguished from its use to prevent tax-saving collaborations in 
transactions between such members. Justification for narrowing the 
definition of ‘‘the family”’ for this auxiliary or de jure purpose in- 
volving ‘‘ownership’’ will be made later under the heading Arrripu- 
TION OF OWNERSHIP. 


B. Rewatep Parties 


The term ‘‘related parties,’’ which includes ‘‘the family,’’ serves 
two functions or purposes: the first may also be designated de facto 
as it is concerned with factual transactions, such as sales, leases, or 
prohibited transactions between the parties ; and the second de jure, 
as it is also in the nature of a legislative fiat which attributes ‘‘own- 
ership’’ of stock from one person to another by virtue of a relation- 
ship. Its use in various sections of the Code without distinction as 
to these de facto and de jure functions or purposes has caused con- 
fusion in understanding and uncertainty in application. 

In the first instance its function is de facto, «e., to designate 
various related economic units to which substantive provisions of 


12 Rev. Rul. 55-104, 1955-1 Cum. Buut 47, includes trusts within the concept of ‘‘the 
family,’’ and section 704(e) (3) of the 1954 Code specifically includes ‘‘trusts’’ as mem- 
bers of ‘‘the family.’’ 
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the Code are addressed in order to prevent unintended tax benefits 
arising from transactions between or within such economic units. 
Thus, claimed losses from sales, amortization of leasehold improve- 
ments, etc., when consummated between ‘‘related parties,’’ are de- 
nied the benefits otherwise conferred by the statute. 

In the second instance the de jure use of the concept is to desig- 
nate which blood or economic relationships are so close as to justify 
treating the ‘‘ownership”’’ of stock by one person as ownership by 
another. Husband and wife or father and son illustrate this close 
relationship. This latter and auxiliary function of ‘‘related parties’’ 
is used solely in attributing ‘‘ownership’’ and will be discussed later 
in greater detail. 

1. Related parties in designating economic units. In its broadest 
concept or de facto use ‘‘related parties’’ is part of the substantive 
provisions in the Code which are designed to prevent tax avoidance 
in transactions that are controlled by closely-related economic units. 
For instance, the term is used to designate persons between whom 
claimed losses will not be recognized or persons between whom cer- 
tain dealings will be classed as prohibited transactions. ‘The term is 
also used to designate persons between whom certain benefits, such 
as additional depreciation or capital gain, will be denied. Its use in 
this sense, but with varying definitions, appears in many sections of 
the Code. 

Section 267 denies losses, expenses, and interest under specified 
circumstances when the transaction is within a closely-held or con- 
trolled economic unit. The nine categories of ‘‘related parties”’ 
listed in section 267(b) are: (a) members of a family; (b) an indi- 
vidual and a corporation more than 50 per cent in value in stock of 
which is owned by such individual; (c) two corporations more than 
50 per cent in value in stock of each of which is owned by the same in- 
dividual, if either corporation for the prior year was a personal hold- 
ing company ; (d) a grantor and a fiduciary of a trust; (e) fiduciaries 
of different trusts having the same grantor ; (f) a fiduciary and bene- 
ficiary of the same trust; (g) a fiduciary of one trust and the bene- 
ficiary of another trust, if both trusts have the same grantor; (h) a 
fiduciary of a trust and a corporation more than 50 per cent in value 
in stock of which is owned by the trust or its grantor; and (i) a per- 
son and an organization to which section 501 applies if it is con- 
trolled by such person or his family. 

Section 707(b)(1) is to the same effect as section 267. It denies 
losses between a partnership and a partner owning more than a 50 
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per cent capital or profits interest therein and losses between two 
partnerships when the same persons own more than 50 per cent 
capital or profits interest in each partnership. If these partnership 
relationships were a part of the ‘‘related party’’ concept in section 
267(b), the need for section 707(b)(1) would be eliminated. 

Section 318, designated Constructive ownership of stock, is basi- 
eally a section dealing with ‘‘attribution of ownership’’ and will be 
discussed under that heading. However, other sections, such as see- 
tion 334(b) (3) (C), refer to section 318 in order to designate certain 
relationships. It seems awkward for section 334 to designate ‘‘re- 
lated parties’’ as ‘‘a person the ownership of whose stock would, 
under section 318(a), be attributed to the person acquiring such 
stock.’’? A clearer and more definite understanding would result if 
reference could be made to one section containing a uniform defini- 
tion of ‘‘related party.’’ Such a definition would include many rela- 
tionships that should not be within ‘‘attribution of ownership’’ 
rules. However, the use of the relationships in section 318 has shown 
the deficiency of other sections in failing to include three obvious 
relationships within the concept of ‘‘related parties.’’ These are: 
(a) a trust and a person who is considered the owner thereof under 
subpart E of Part I of Subchapter J; (b) an estate and a beneficiary ; 
and (c) a partnership and a partner without the requirement that 
the partner own a 50 per cent capital or profits interest in such 
partnership. 

Section 178, relating to amortization of improvements made by a 
lessee, adopts ‘‘related party’’ essentially as set forth in section 
267 (b). It makes one modification, namely, that there be substituted 
in the stock ownership requirement 80 per cent or more in value 
wherever ‘‘more than 50%’’ appears. This raises an interesting 
query as to what percentage would be considered control under sub- 
paragraph (9) of section 267(b) when control under that subsection 
is not qualified by the use of the words ‘‘more than 50%.”’ 

Section 503 denies exemption from tax to a section 501 organiza- 
tion if it engages in prohibited transactions with designated related 
parties. Subsection (c) sets forth the four relationships to be: 
(a) the creator of the organization (if a trust); (b) a person who 
has made a substantial contribution to such organization ; (c) amem- 
ber of the family of an individual under (a) and (b) ; or (d) a cor- 
poration controlled by such creator or person through the ownership 
of 50 per cent or more of the voting stock or 50 per cent or more in 
value of the stock. 
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Under section 267(b) (9) and the other sections adopting its defi- 
nition, the relationship is limited to a person and a section 501 or- 
ganization which is controlled by such individual or his family. Obvi- 
ously there is a broader concept of ‘‘related party’’ in section 503 (c) 
than in section 267 (b) (9). 

Under section 1237 real property subdivided for sale by a tax- 
payer who is not otherwise a real estate dealer will be allowed capi- 
tal gain treatment unless a substantial improvement has been made 
by the taxpayer or ‘‘related parties.’’ In this section ‘‘related par- 
ties’’ are limited to ‘‘the family,’’ a corporation ‘‘controlled’’ by 
the taxpayer, and a partnership of which he is a member. The sec- 
tion makes no reference to a trust of which he is either the grantor 
or a beneficiary, nor does it include an estate of which he is the bene- 
ficiary. Omissions such as these, unless specifically intended, could 
be avoided if the concept of ‘‘related parties’’ were uniform and in 
one section of the Code. 

Section 1239 is a specific denial of capital gain treatment on the 
sale of depreciable property to ‘‘related parties,’’ which in this sec- 
tion is a very limited concept of that term. Only two relationships 
are included: (a) a husband and wife; and (b) ‘an individual and a 
corporation more than 80 per cent in value of stock of which is 
owned by such individual, his spouse, his minor children, and his 
minor grandchildren. This concept of ‘‘related parties’’ could pro- 
duce unrealistic results. Under it an individual and a corporation 
owned 100 per cent by his family would not be treated as ‘‘related 
parties’’ if his adult children own 21 per cent of the corporate stock. 

Section 707 (b) (2) denies capital gain treatment on sales of prop- 
erty other than capital assets as defined in section 1221. (Depreci- 
able property alone was involved in section 1239.) Such sales must 
be between (a) a partnership and a partner, or (b) between two 
partnerships, and the control in each instance consists of more than 
80 per cent of the capital or profits interest in the partnership. It 
was noted earlier that losses between partners and partnerships 
were denied if the control under section 707(b) (1) was a more real- 
istic percentage, namely, more than 50 per cent. 

2. A uniform concept of related parties. As the broad de facto use 
or function of the concept ‘‘related parties’’ serves to prevent tax 
avoidance within closely-related economic units, its effectiveness is 
reduced proportionately to the extent that it does not have such a 
broad concept. In Table II there are thirty-one designations of ‘‘re- 
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lated parties’’ tabulated from the various sections reviewed, of 
which number eleven is the most used in any one section. 

A study of the tabulated relationships suggests the desirability 
of a comprehensive and uniform definition of the term which will 
encompass the various designations enumerated in Table II. In 
addition, there are other relationships that are consistent with the 
rationale of such designations of ‘‘related parties’’ and which at 
present are not included in its concept. They would include: (a) a 
parent corporation and its subsidiary ; (b) a fiduciary of a trust and 
the representative of an estate when the decedent and grantor of 
the trust are the same person; and (c) all the additional combi- 
nations between controlled corporations, partnerships, trusts, or 
estates not presently included in the Table. 

Attention is directed to that portion of the relationship in sub- 
paragraph (3) of section 267(b) which requires one of the corpora- 
tions to be a personal holding company. It would seem that this re- 
quirement should apply only in section 544, relating to personal 
holding companies. It appears meaningless for section 178, which 
deals with leases between ‘‘related parties,’’ as well as the other 
sections that adopt section 267(b), to incorporate by reference the 
provision of section 267(b)(3) requiring that one of the two corpo- 
rations involved meet the test of a personal holding company. 

It would also be a step toward simplification if uniformity of defi- 
nition existed within each of the relationships included in the con- 
cept ‘‘related party.’’ Thus, the relationship between a person and 
a section 501 organization should not have one concept in section 
503 and another concept in section 267(b) (9). Uniformity as to the 
percentage requirements constituting ‘‘control’’ is desirable also. 
However, this will be discussed later under the heading ContrRou. 

Should a uniform concept of the term ‘‘related party’’ in its de 
facto application be adopted, appropriate exceptions, if necessary, 
could be made in its application to any particular section, as was 
suggested under the discussion of THe Faminy. 

3. Related parties in attributing stock ownership. The narrower 
or de jure application of the concept ‘‘related party’’ is used to 
designate relationships under the several Code provisions which at- 
tribute 100 per cent stock ownership from one person to another 
solely by virtue of such relationship. Necessarily it would apply 
solely within closely-related blood or economic units. In this sense 
it appears in sections 267(¢c), 318(a), 421(d), and 544(a) of the 
Code, which sections are discussed under AttrisuTION oF OWNER- 
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sHiP. Only three of the thirty-one relationships set forth in the Table 
RELATED Parry are used to attribute 100 per cent ownership of stock 
from one person to another. They are: (a) the family; (b) partners; 
and (c) a trust under subpart E of Part 1 of Subchapter J, relating 
to grantors and others treated as substantial owners. 

The continued use of these three classes of ‘‘related parties’’ for 
attributing stock ownership within these closely-related blood or 
economic units appears desirable and should be applied uniformly 
in each of the sections involved. This de jure use or application of 
‘‘related parties’’ is designated herein as ‘‘collateral attribution’’ 
in the discussion under ATTRIBUTION OF OWNERSHIP. 


C. ContTROL 


In the Table designated ReLarep Party and under Relationships, 
it will be noted that varying percentages of stock ownership consti- 
tute ‘‘control.’’ To illustrate, under section 267 a trust and a corpo- 
ration are ‘‘related parties’’ if the trust owns more than 50 per cent 
in value of the corporate stock, whereas under section 1235(d) it is 
25 per cent or more, and under section 178 the percentage of stock 
ownership is 80 per cent or more. 

Under section 1237 the relationship is between a corporation and 
an individual who ‘‘controls’’ it with no reference to a percentage 
of stock ownership, whereas under sections 267, 179, and 318, the re- 
lationship is between a corporation and an individual owning more 
than 50 per cent in value of its stock. 

Section 267(b)(9) also uses ‘‘control’’ without any qualifying 
percentage of stock ownership in determining the ‘‘related party’’ 
status of a section 501 organization and a person or his family who 
‘‘control’’ it, whereas in section 503(c) the relationship is between 
a section 501 organization and a corporation controlled by the cre- 
ator or a substantial contributor to such organization through the 
ownership of 50 per cent or more of the voting stock or 50 per cent 
or more in value of the stock. 

Section 1551 disallows surtax exemption and accumulated earn- 
ings credit under certain conditions, including ‘‘control’’ of the cor- 
poration. It defines ‘‘control’’ to mean ‘‘the ownership of stock 
possessing at least 80 per cent of the total combined voting power 
of all classes of stock entitled to vote or at least 80 per cent of the 
total value of all classes of stock of the corporation.’’ Under this 
definition of ‘‘control’’ taxpayers could plan an 80 per cent stock 
ownership if they desired to file consolidated returns, or they could 
plan their ‘‘control’’ at a percentage less than 80 per cent, if claim 
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were to be made for the additional surtax exemptions and accumu- 
lated earnings credits. 

Under section 304(c) ‘‘control’’ is defined to mean the ownership 
of stock possessing at least 50 per cent of the total combined voting 
power of all classes of stock or at least 50 per cent of the total value 
of all shares of stock. If a person (or persons) is in ‘‘control’’ of a 
corporation which in turn is in ‘‘control’’ of another corporation, 
such person (or persons) shall be treated as in ‘‘control’’ of such 
other corporation. 

It is believed that the usual conception of control as well as 
uniformity would be served if the definition under section 304(c) 
was applied uniformly throughout the Code in determining control. 

A further item for consideration is the failure of some of the sec- 
tions to require ‘‘attribution of ownership’’ in determining ‘‘con- 
trol.’’ These would include sections 503(¢), 681(b) (2), 1237 (a) (2) 
(A), and 1239(a) (2). It seems logical that the rules governing ‘‘at- 
tribution of ownership’’ should apply to all sections in determining 
ownership of stock for purposes of ‘‘control.’’ 


D. ATTRIBUTION OF OWNERSHIP 


Attention is now directed to those provisions in the 1954 Code 
which set forth ‘‘rules for determining stock ownership,”’ 2.e., rules 
whereby corporate stock legally ‘‘owned’’ by one person will be con- 
sidered as ‘‘owned”’ by another. Such rules operate in order to de- 
termine the effective ownership or real economic control of an 
entity. Of necessity, they should be applicable whenever a percent- 
age ‘‘ownership”’ or ‘‘control’’ is involved. There are three basic 
‘‘attribution’’ sections, namely, sections 267(c), 544(a), and 318(a). 
The provisions in the additional section, 421(d), which apply solely 
to that section, do not require attribution of stock ownership be- 
tween partners, but in all other respects it is identical with section 
267(c), so that the comments concerning section 267(c) will also be 
applicable to it. 

It is believed that a discussion of the ‘‘rules of stock ownership’’ 
provided in sections 267(c), 544(a), and 318(a) will be clearer if 
these rules of attribution are designated by four types of attribu- 
tion. The statute itself makes no reference to such designations nor 
to the phrase ‘‘attribution of ownership.’’ The four different types 
of attribution are identified herein as Collateral attribution, Direct 
attribution, Back attribution, and Reattribution. 

1. Collateral attribution. The term collateral attribution was men- 
tioned earlier under the discussion of Retatep Parties. This term is 
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used to designate that category of attribution of stock ownership 
which is based solely on a close blood or economic relationship. It 
considers the ownership by one person as ownership by another, and 
applies to three relationships: (a) between members of a family, 
(b) between partners, and (c) between a trust and a person who is 
considered the owner under subpart E of Part 1 of Subchapter J. 

In the case of blood relatives each of the sections 267(c), 544(a), 
and 318(a) provides that an individual shall be considered as own- 
ing the stock owned by his family. Thus this rule of attribution ap- 
plies solely by virtue of a person being a member of a family. How- 
ever, ‘‘the family’’ has a narrower scope in section 318 than in 
sections 267 and 544. 

Collateral attribution applies also to members of one integrated 
economic unit, namely, members of a partnership. Under section 
544(a) attribution of ownership of stock from one partner to an- 
other is without qualification or exception. Under section 267(c) an 
individual must also own stock in the corporation (other than con- 
structively from his family) before the stock of any partner will be 
attributed to him. Section 318(a) has no requirement attributing 
stock directly from one partner to another. However, stock owned 
by a partner would be ‘‘back attributed’’ to his partnership and 
then ‘‘re-attributed’’ from the partnership to the partners. Thus 
section 318 by a circuitous route recognizes attribution from one 
partner to another. However, in contrast to sections 267 or 544, such 
attribution in section 318 would be proportionately and not 100 per 
cent. 

The third class of ‘‘collateral attribution’’ relates to the Clifford 
type of trust. This economic relationship is ownership under the 
law. However, section 318(a) is alone in attributing stock owned by 
a trust of which a person is considered the owner under subpart E 
of Part I of Subchapter J as being owned by such person. 

It is believed that ‘‘collateral attribution’’ should be limited in 
operation but uniformly applied throughout the Code. Three rela- 
tionships appear to be sufficient: ‘‘the family,’’ partners, and the 
Clifford type of trust. Under this doctrine of constructive owner- 
ship the familial or economic relationship should be such that mu- 
tuality of interest or control is probable. Such approach argues for 
a de jure or narrower concept of ‘‘the family’’ than that deemed 
required to prevent avoidance in actual dealings, such as trans- 
actions involving claimed losses. It therefore seems appropriate 
for the purposes of ‘‘collateral attribution’’ that ‘‘the family’’ in- 
clude only the spouse, ancestors, and lineal descendants. A contrac- 
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tion also appears proper in defining partners for this de jure pur- 
pose. Thus, only partners within the meaning of an ordinary or 
common law partnership could be considered as subject to ‘‘col- 
lateral attribution,’’ as distinguished from those included under the 
general provisions of section 7701(a) (2). As an alternative, part- 
ners in the de jure sense could be limited to the members of those 
partnerships that have ten or fewer partners owning 50 per cent or 
more in either the profits or capital interests. 

As a further restriction on ‘‘collateral attribution,’’ all three 
sections presently provide that stock constructively owned by virtue 
of the family relationship shall not be reattributed to another mem- 
ber of the family. A similar rule for partners is provided in sections 
267(c) and 544(a), but not in section 318(a) as it does not attribute 
stock ownership directly between partners. 

It seems proper that stock which has been attributed ‘‘collater- 
ally,’? whether by virtue of the family or partner relationship, 
should not be reattributed to another member of the family or to 
another partner and that this rule be applied uniformly. 

2. Direct attribution. This type of attribution is required by all 
three sections of the Code. The designation ‘‘direct’’ is used to de- 
note ownership unhampered by legal formalisms, so that stock 
owned by an entity is attributed proportionately to the beneficial or 
economic owners of the entity. Thus ‘‘direct attribution’’ attributes 
the stock owned by a corporation, partnership, trust, or estate, pro- 
portionately to its shareholders, partners, or beneficiaries. Its appli- 
cation with respect to each of these entities will be discussed sepa- 
rately. 

(a) Corporations. Sections 267(c) and 544(a) provide that the 
stock owned by a corporation shall be considered as being owned 
‘*proportionately’’ by its shareholders, but no apportional method 
is provided. Section 318(a), however, has an apportional method 
based on relative values, but it applies solely to shareholders owning 
50 per cent or more in value of its stock. Obviously, not more than 
two shareholders in a corporation could have stock attributed to 
them under this section, and if there were three shareholders having 
equal ownership, attribution of their beneficial ownership in the 
stock owned by the corporation would not be required. 

It would seem that stock owned by a corporation which has one 
class of stock should be attributed to its shareholders on the basis of 
shares owned by such shareholders. In instances where the corpora- 
tion has more than one class of stock, ‘‘direct attribution’’ could be 
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made on the basis of total value of its stock owned by each share- 
holder as a percentage of the total value of all of its stock. 

(b) Partnership. ‘‘ Direct attribution’’ of stock owned by a part- 
nership to its partners is provided in each of the sections, such attri- 
bution to be ‘‘proportionately.’’ This, as noted under Corporations, 
lacks preciseness as to just what proportional method should be 
used. It is believed that the statute should provide a proportional 
method, perhaps one based on the capital interest or profits interest 
of the partners, whichever is greater. 

(c) Trusts. Both sections 267(c) and 544(a) provide that ‘‘ direct 
attribution’’ of stock owned by a trust to its beneficiaries be ‘‘pro- 
portionately.’’ Unless the statute is made more specific, case law ™* 
would require a proportional method based on the present interests 
of beneficiaries. However, section 318(a) provides that ‘‘direct at- 
tribution’’ from the trust to its beneficiaries be based on the bene- 
ficiaries’ actuarially-computed interests. This proportional method 
is definite and more equitable in that it includes the interests of all 
beneficiaries. 

It is believed that the method of attributing stock under section 
318(a), based on the beneficiaries’ actuarially-computed interests, 
should be adopted uniformly. It also appears realistic to provide 
that no interest of a beneficiary in a trust be considered in making 
such an apportionment, if his interest cannot be satisfied from the 
particular stock being attributed, its income, or proceeds of sale 
thereof. } 

(d) Estates. At present none of the sections provide a propor- 
tional method of attributing stock from an estate to a beneficiary. In 
each instance attribution is ‘‘proportionately.’’ Here, also, the end 
in mind suggests a proportional method based on actuarially-com- 
puted values in attributing stock owned by estates to its benefici- 
aries. In addition, attribution of ownership should not apply to a 
beneficiary whose interest in the estate cannot be satisfied by the 
stock which is being attributed, its income, or its proceeds. Thus, for 
example, if we assume that A is to receive a farm and B the re- 
mainder of an estate consisting of stock, and that their values are 
actuarially equal, ‘‘direct attribution’’ of 50 per cent of the stock 
owned by the estate to A would seem unrealistic. Under such con- 
ditions all of the stock owned by the estate should be attributed to 


B as the beneficial owner. 
3. Back attribution. The use of this type of attribution relates to 


13 Steuben Securities Corp., 1 T.C. 395 (1943). 
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the provisions in section 318(a) which require stock owned by a 
shareholder, partner, or beneficiary to be considered as owned by a 
corporation, partnership, trust, or estate. Thus, stock of any corpo- 
ration owned by a shareholder is related ‘‘back’’ and considered as 
owned by any other corporation, partnership, trust, or estate of 
which he is a shareholder, partner, or beneficiary. It is the least logi- 
cal of the attribution rules and should be used sparingly. Neither 
section 267(c) nor section 544(a) have such a provision. However, 
‘‘back attribution’’ is necessary in limited circumstances to deter- 
mine the beneficial ‘‘ownership’’ of stock in order to prevent tax- 
payers’ securing unintended benefits. 

‘*Back attribution’’ is applicable to sections 302 and 304, relating 
to redemptions of stock, and to section 306(b)(1)(A), relating to 
disposition of section 306 stock. In each instance it is used to prevent 
the securing of an unintended capital gain. Thus, if an individual, 
who is also beneficiary of a trust, has his controlled corporation re- 
deem all of that corporation’s stock owned by the trust of which he 
is the beneficiary, the trust by virtue of ‘‘back attribution’’ from the 
individual would be considered as owner of such individual’s stock. 
Accordingly, the redemption of the stock actually owned by the 
trust would not be entitled to the usual capital gain benefit. It is a 
proper use of ‘‘ back attribution.’’ 

In section 334(b)(3)(C), which deals with basis of property re- 
ceived in certain liquidations of subsidiaries, ‘‘back attribution”’ is 
used to designate ‘‘related parties’? under the purchase require- 
ments of that section. Its use for that purpose unnecessarily creates 
complexity and fails in preciseness. The same objections also apply 
to section 382, relating to net operating loss carryovers, where it is 
also used to designate ‘‘related parties’’ under that section’s pur- 
chase requirements. 

It is believed that the safeguards intended by the statute will be 
served better if the de facto ‘‘related parties’’ concept is used in 
designating the purchase limitations required by sections 334(b) (3) 
(C) and 382. Thus, the inappropriate use of ‘‘back attribution”’’ for 
that purpose will be avoided. 

In applying sections 302, 304, and 306, ‘‘back attribution’’ ap- 
pears desirable and requisite. ‘‘Back attribution’’ is serving its 
proper function in determining ownership in order to prevent the 
securing of unintended tax benefits. 

It also seems unnecessary to have ‘‘back attribution’’ followed by 
‘‘reattribution,’’ which is the present requirement of section 318. 
‘*Reattribution’’ under such circumstances is quite controversial 
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and is sometimes referred to by others as ‘‘sidewise attribution’’ 
or ‘‘reattribution after back attribution.’’ Such a requirement leads 
to inexhaustible computations, many complexities, and unintended 
results. 

As a practical approach ‘‘back attribution’’ should be limited to 
those instances where the ownership by the shareholder is five per 
cent more of the stock of the particular corporation that is to be 
‘*back attributed.’’ A further restricted application of ‘‘back attri- 
bution’’ would limit its operation among partners in the de jure 
sense, i.e., those partners who meet the ordinary or common law 
definition of partner or, in the alternative, among members of part- 
nerships that have ten or fewer partners owning 50 per cent or more 
in either the profits or capital interests. 

And finally, it appears desirable to have ‘‘ back attribution’’ apply 
in every instance which requires a determination as to the percent- 
age ownership of stock. Such uses are needed in determining ‘‘con- 
trol,’’ and in ascertaining effective stock ownership when required 
under the ‘‘related party”’ definition. 

4. Reattribution. This term relates to an attribution after a prior 
attribution has taken place, whether it be ‘‘collateral attribution,’’ 
‘‘direct attribution,’’ or ‘‘back attribution.’’ 

Both sections 267(c) and 544(a) provide that stock constructively 
owned by ‘‘direct attribution’’ shall be considered as owned for 
purposes of again attributing said stock to members of a family or 
to a partner. However, each of these sections prohibits ‘‘re-attribu- 
tion’’ of stock owned constructively by virtue of ‘‘collateral attribu- 
tion.’’ Section 318(a) operates in like manner. 

It seems proper that ‘‘re-attribution’’ should be applicable only 
after ‘‘direct attribution.’’ Accordingly, ‘‘re-attribution’’ would not 
follow after ‘‘collateral attribution’’ or after ‘‘back attribution.’’ 
However, ‘‘direct attribution’’ should follow ‘‘direct attribution,’’ 
and ‘‘back attribution’’ should follow ‘‘back attribution’’ in series. 


EK. Option Ruies 


Both sections 544(a) and 318(a) treat an option to acquire stock 
as ownership of such stock, and an option to acquire such an option, 
or a series thereof, as an option to acquire stock. It is believed that 
this rule should be uniformly applicable and that section 267(c) is 
deficient in-not having such a rule. 

Of a similar nature is the provision in section 544(b) which re- 
quires outstanding securities that are convertible into stock to be 
considered as outstanding stock. This requirement is quite logical, 
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perhaps stronger than that of requiring a stock option to be con- 
sidered stock ownership. Although the requirement in section 544 
(b) is applicable only when the effect of the inclusion of such securi- 
ties is to make the corporation a personal holding company or its 
income personal holding company income, this limitation would ap- 
pear unrealistic in the other sections of the Code that are not con- 
cerned with personal holding companies. 

It is appropriate that outstanding convertible securities should be 
treated as outstanding stock in applying the rules governing con- 
structive ownership of stock, and that stock subject to a contract of 
purchase should likewise be considered as ‘‘owned.’’ 

Section 544(a) also provides that if stock may be considered as 
owned under the ‘‘collateral attribution”’’ rule or the option rule, it 
shall be considered as owned under the option rule. This rule of con- 
structive ownership should be applied uniformly. 


III. Summary anp Conclusions 


Substantive provisions. The foregoing discussion reviews nu- 
merous substantive provisions of the statute enacted over a period 
of many years, which were designed to combat avoidance plans that 
reaped unintended tax benefits in transactions within closely-re- 
lated economic units. Concepts of ‘‘the family,’’ and the more in- 
clusive term, ‘‘related parties,’’ as well as the concept of ‘‘control,’’ 
were provided to identify particular economic units or relationships. 
Certain transactions within such units, resulting in claimed losses, 
credits, capital gain, etc., are deemed to lack substance, and tax- 
payers within those groups are denied the usual tax consequences 
which are afforded others dealing at arm’s length. 

‘‘Related parties’’ covers many relationships, including entities 
that are ‘‘controlled’’ by one or more persons. ‘‘Control’’ is defined 
in the statute in terms of varying percentages of stock ownership 
and it is also used without qualification, thus raising the question 
whether this concept should be uniform or variable. 

Past experience has determined that the three concepts, ‘‘the 
family,’’ ‘‘related parties,’’ and ‘‘control,’’ are essential in de- 
scribing the substantive aims of the statute. It also appears that the 
primary or de facto use of two of the concepts, ‘‘the family’’ and 
‘‘related parties,’’ is to determine relationships within which var- 
ious transactions will not be recognized for tax purposes, and that 
the relative effectiveness of these two concepts depends upon a 
broad understanding or application of these terms. Thus it is con- 
cluded : 
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A. A uniform concept of ‘‘the family’’ would make for easier 
comprehension and constitute a step toward simplification. 

B. A broad rather than a narrow concept of ‘‘the family’’ is 
needed when used in a de facto sense to prevent tax avoidance in 
transactions that are essentially tax-motivated dealings consum- 
mated within a closely-related economic unit. 

C. The concept ‘‘related parties’’ should also be comprehensive 
in content and uniform in application when used in the de facto 
sense, and it should contain the rationale of the thirty-one various 
designations presently contained in the statute and enumerated in 
Table II. Furthermore, this concept should also inelude all the ad- 
ditional combinations that are possible between controlled corpora- 
tions, partnerships, trusts, and estates, and which are not included 
in the Table. 

D. ‘‘Control’’ should also have a uniform concept, with a stock 
ownership of 50 per cent constituting control. 

Auailiary provisions. The auxiliary provisions in the Code, such 
as sections 267 (c), 544(a), and 318(a), set forth rules for determin- 
ing stock ownership. These sections are supplementary to the nu- 
merous substantive provisions, and ‘‘the family’’ is one of three 
concepts within ‘‘related parties’’ that is used in this secondary or 
de jure sense in determining stock ownership. Many substantive 
transactions involve the sale or redemption of stock which, for an 
effective application of the statute, requires a determination of the 
beneficial ‘‘ownership”’ of stock. This type of ‘‘ownership’’ is neces- 
sary in ascertaining ‘‘control.”’ 

‘‘Ownership’’ is the key word in sections 267(c), 544(a), and 318 
(a), which leads inevitably to the question as to just what is meant 
by ‘‘ownership’’ or, more particularly, to the concept of the statute 
commonly designated as ‘‘attribution of ownership.’’ Are certain 
relationships—father and son, partners, or the grantor and his 
trust—so close that ownership of stock by one should be considered 
as 100 per cent ownership by the other? Should the interest of a 
beneficiary of a trust or estate, or a shareholder in a corporation, be 
used in attributing to him a proportional ‘‘ownership”’ of any stock 
owned by such trust, estate, or corporation? Or should a corpora- 
tion, trust, or estate be considered as owning the stock owned by its 
shareholders or beneficiaries? These questions should have con- 
sistent answers when applied in comparable substantive provisions 
of the Code. 


The following conclusions are made concerning the nature, scope, 
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and application of the auxiliary provision or concept ‘‘attribution 
of ownership.’’ 

A. In attributing 100 per cent ownership of stock from one mem- 
ber of a family to another, ‘‘the family’’ should have a narrow con- 
cept and could be limited to spouse, ancestors, and lineal descend- 
ants. This de jure type of ownership is designated ‘‘collateral attri- 
bution”’ as it is based solely on a close blood relationship. 

B. ‘‘ Attribution of ownership’’ between partners could be limited 
to those members of an ordinary or common law partnership as dis- 
tinguished from those included under section 7701(a) (2). In the 
alternative, its application could be limited to those partnerships 
that have ten or fewer members owning 50 per cent or more in either 
the profits or capital interests. This type of de jure attribution is 
also denominated as ‘‘collateral attribution’’ as it is based on an 
intimate business or economic interest. 

C. The provision in section 318(a) attributing stock, owned by a 
trust of which a person is considered the owner under subpart E of 
Part I of Subchapter J, to such person is also de jure attribution, 
and it should be uniformly applied. 

D. Specific apportional methods should be provided in the statute 
whereby stock owned by a corporation, partnership, trust, or estate 
is attributed to the shareholders, partners, or beneficiaries. This is 
called ‘‘direct attribution’’ as the beneficial interest is attributed di- 
rectly to the beneficial owner. 

(1) In the case of corporations, the apportional method could be 
based on the total value of the stock owned by a shareholder as a 
percentage of the total value of all of its stock. 

(2) In the case of a partnership, the apportional method could be 
based on the partner’s capital interest or profits interest, whichever 
is the greater. 

(3) In the case of trusts or estates, the apportional method could 
be based on the beneficiaries’ actuarially-computed values. In addi- 
tion, the rules governing attribution of ownership should not be 
applied to any interest in a trust or estate that could not be satisfied, 
in whole or in part, by the particular stock being attributed, its in- 
come, or proceeds of sale thereof. 

E. ‘‘Back attribution,’’ which treats an entity as the owner of 
stock owned by its shareholders, partners, or beneficiaries, seems 
necessary only in limited circumstances to prevent long-term cap- 
ital gains being realized in transactions that are in essence the dis- 
tribution of dividends or the realization of ordinary income. It is 
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also needed in those instances involving a determination as to the 
percentage ownership of stock. 

F. A ‘‘re-attribution’’ of stock which follows either a prior ‘‘ back 
attribution”’ or a prior ‘‘collateral’’ attribution is undesirable. Sec- 
tion 318 of the 1954 Code, which applies ‘‘re-attribution’’ after a 
‘‘back attribution,’’ should be modified. 

G. Attribution rules should not be used to designate ‘‘related 
parties.’’ 

H. The statutory rules governing ‘‘attribution of ownership”’ 
should be provided in all instances that involve a question of stock 
ownership. 

I. Convertible securities and contracts to purchase stock should 
be treated as stock ‘‘owned’’ in applying the attribution rules gov- 
erning the ownership of stock. 

It seems essential that the distinction between the substantive 
provisions of the Code relating to claimed losses, credits, type of 
income, ete. and the auxiliary provisions which attribute stock own- 
ership should be clearly distinguished in applying the concepts ‘‘the 
family,’’ ‘‘related parties,’’ ‘‘control,’’ and ‘‘attribution owner- 
ship.’’ It seems equally reasonable to conclude that the concepts 
‘the family,’’ in a de facto and de jure sense, ‘‘related parties,’’ in 
a de facto and de jure sense, ‘‘control,’’ and ‘‘attribution of owner- 
ship’’ are necessary to effectuate the will of Congress in preventing 
the realization of unintended tax advantages stemming from ar- 
rangements within areas that have a close economic or blood rela- 
tionship. The distinctions in meaning and functions of these terms 
as discussed herein are directed toward a more uniform and clearer 
understanding of the statute. It is believed that such an approach 
will minimize or eliminate many of the present complexities and also 
contribute to more effective administration. 
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TABLE I 


SUBSTANTIVE PROVISIONS IN THE 1954 REVENUE CODE DESIGNED 
TO OVERCOME TAX AVOIDANCE PLANS 


DETERMINATION OF STATUS, EXEMPTIONS, DEDUCTIONS, CREDITS OR BASIS 


Losses from sales or exchanges disallowed 
between related parties. 
Sec. 267 
Losses on sales disallowed between part- 
ner and partnership or between two part- 
nerships where a 50% interest owned by 
one person. 
Sec. 707 (b) (1) 

Corporations with special types of income 
and having 5 or fewer shareholders own- 
ing 50% in value of stock are Personal 
Holding Companies. 

Sec. 542 (a) 
Corporations with special types of income 
and having 5 or fewer shareholders, resi- 
dents or citizens of the U.S., owning 50% 
in value of stock are Foreign Personal 
Holding Companies. 

See. 552 (a) 


Unincorporated business can elect taxa- 
tion as corporation by individual or part- 
nership of 50 members or less and no pro- 
prietor or individual owning more than a 
10% interest is proprietor or 10% owner 
of another unincorporated business tax- 
able as a corporation. 
See. 1361 


Amortization of improvements based on 
useful life if lessor and lessee are related 
under sec. 267, as qualified. 

Sec. 178—(T.A.A. See. 15) 


Additional first year depreciation allow- 

ance denied if property acquired from 

persons listed in sec. 267 or 707(b). 
Sec. 179—(S.B.T.R.A.—Sec. 204) 


Surtax exemption and accumulated earn- 
ings eredit denied to corporation con- 


trolled 80% by transferor or its share- 
holders. Ownership determined under sec. 
544 as qualified. 
See. 1551 

In the purchase of a corporation a net 
operating loss carryover is denied, if 10 
largest shareholders increase their hold- 
ings by purchase, at least 50 percentage 
points during the year or prior taxable 
year. 

See. 382 (a) 
Certain corporations, community chest, 
foundations, ete., qualified pension, profit- 
sharing, ete. plans denied exemption if 
engaged in prohibited transactions with 
certain persons including members of a 
family. 

Sec. 503 (a) 
Trusts engaging in prohibited transac- 
tions with certain persons including mem- 
bers of family, granted limited charitable 
deduction. 

Sec. 681(b) 
Trust income attributable to grantor un- 
der certain conditions including exercise 
of powers by a related party. 

See. 672 (¢) 
No income results from exercise of re- 
stricted stock option requiring individual 
to own not more than 10% of stock of em- 
ployer corporation, parent corporation or 
subsidiary. 

Sec. 421(d) 
Adjusted basis for stock used for prop- 
erty received in liquidation of subsidiary 
when 80% of stock acquired in 12 months 
and seller’s ownership would not be at- 
tributed to purchaser under sec. 318(a). 

See. 334 


CAPITAL GAIN ALLOWED OR DENIED BASED ON SALES OR REDEMPTIONS 


Redemptions of stock treated as ex- 
changes when disproportionate, or share- 
holder sells ‘‘all’’ stock. 
Sec. 302 
Sale of entire sec. 306 stock not ordinary 
income, if sec. 318(a) does not attribute 
purchaser’s ownership to seller. 
Sec. 306 
Gain on sales of depreciable property 
treated as ordinary income, based on re- 
lationship. 
Sec. 1239 
Capital gain denied in part to individual 
on sale of subdivided property if improve- 
ments made by him or by a related person. 
Sec. 1237 
Gain as ordinary income not applicable to 
shareholder owning less than 5% of stock 
and is not attributable under rules of 
544(a) to another owning 5% of stock. 
See. 341 
Relief as not collapsible denied if sale of 
stock by 20% shareholder is made to a 
related person or in certain liquidations 
a 20% shareholder or a person related to 


him receives property which is depreci- 
able, depletable, ete. 

Sec. 341(e)—(T.A.A. Sec. 20) 
Transfer of corporate property for stock 
of a related corporation from a person 
in control treated as stock redemption of 
acquiring corporation, 

d 


an 

Transfer of property by a subsidiary cor- 
poration to a shareholder of a corporation 
that controls it, considered redemption of 
stock of parent corporation. 


Sec. 302(b) to be applied by reference to 
stock of issuing corporation. 
See. 304(a) & (b) 
Capital gain denied seller of patent ac- 
quired from creator if seller related to 
creator, under Sec. 267, as qualified. 
Sec. 1235 (d)—(T.A.A. See. 54) 


Capital gain denied on sales between part- 
ner and partnership or between two part- 
nerships where an 80% interest owned by 
one person. 

Sec. 707 (b) (2) 
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TABLE II 
RELATED PARTY 





1954 Code Section Number 








* “?* 1 1 1 
Relationships mc © @ 3 5 6 2 >» 3 
. ” 6 7 7 1 - 0 7 3 $ 63 
7 8 9 8 1 3 2 5(d) 7 » 
(e)(8) = (c) 
Family—See separate table..............s+seeeeees x ea. xX xX x x x xX 
A corporation and an individual owning more than 50% : . x 
ee errr ese eccesecccces ae” ee 
A corporation and an individual owning 80% or more ‘ 
in value of stock........ ecesccese pec ecssccscocces ia 
A corporation and an individual owning 25% or more 
I inican casa eden ks csaccenctecsness x 
A corporation and an individual, more than 80% in 
value owned by the individual, his spouse, minor . 
children and minor grandchildren.................. Sse ace ss ~ Nace > es ed 7 << oe 
A corporation and an individual who controls the cor- 5 
ere are S aseWille Sack bEdicis +0 x 
A corporation and shareholder owning 50% or more of 5 
voting power or 50% or more in value of stock..... een mee Gd “ x 
Two corporations, each owned more than 50% in value 
by same individual and for the prior year one was a 
personal holding company.................-02-005 Baw 
Two corporations, each owned 80% or more in value by 
same individual and which for prior year one was a 
personal holding company...............-+0e0e00- ai 
Two corporations, each owned 25% or more in value by 
same individual and either for the prior taxable year - 
was a personal holding company.................- ere “t vis es x 
Two corporations when 50% or more in value of stock 
in each is owned by same person.................. age wee wat ee = 5 
Grantor and fiduciary of a trust..................4- = me Re ok = os x 
Grantor of trust and employee..................... ee ere a ‘a x 
Grantor and corporation (or any employee thereof) in 
which stock holdings of grantor and trust are sig- 
I I I a 9.5 uo. 0:0.6-4:9.0:6:0.6:6.:0 00\b0 010 ee a ae oe aa x 
Grantor and subordinate employee of corporation of 
which grantor is an executive.................... BA sO: AG BS rf = 
A sec. 501 organization and a person if controlled by]&i~ \& 
ee nn occdncdnccetececcesocee -— aa ol ase Pr x 
A sec. 501 organization (if a trust) the creator....... eee ee Ss te , xX 
A sec. 501 organization and a person who has made a 
ere ; , “ p. 4 
A sec. 501 organization and a person who controls the 
corporation by owning 50% or more of the voting 
stock or 50% or more in value of stock...........2 .. .. «2 «s ot XxX 
Fiduciary and beneficiary of same trust.............. a x 
Fiduciaries and trusts with same grantor............. x a2 & x 
Fiduciary and beneficiary of different trusts with same 
tt ise senhis ReUGGL Eee ke o60 6346000 v'eee< | a ae | x 
Fiduciary and corporation if more than 50% in value 
owned by trust or grantor.................cceeeee - co 
Fiduciary and corporation owned 80% or more in value 
RE eee a 
Fiduciary and corporation if 25% or more in value 
ee, nn pe! whieee ae ‘ on ms x 
A trust and a person when said person is considered 
the owner under oaget E of Part 1 of SubchapterJ. .. .. «2. X 
Lessor and lessee if affiliated as defined in section 1504.. .. X 
I III, 60 6.54.5 40c cdc cececccccccece a ne i Sas “ x 
Partnership and a partner owning more than 50% of 
the capital or profits interest..................00. wie @ 
Two — in which the same persons own more 
than 50% of the capital or profits interest......... 2 ee 
Be I oo banc ducctisidawscecesescae ere 





* Sections 302(c)(2)(B), 306(b)(1)(A) (ii), and 334(b)(3) adopt = 318(a) without qualification, 


. whereas section 382(a) excepts the 50% limitation in section 318(a 
** Sections 503(c) and 681(b)(2) governing “prohibited transactions” are in essence the same. 
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